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We're passionate about the car and the driving experience.




n August 2001, William White

of Lawrenceville, Georgia, sur-

passed one million miles on the

Bhecdometer of his 1995 pickup

Vir. White attributes his
sigine's well-documented longevity
D the use of Pennzoil® motor oil
ihd strict adherence to changing |




PENNZOIL-QUAKER STATE
COMPANY
P. O. Box 2967
Houston, Tx 77252-2967

March 28, 2002

James J. Postl
President and Chief Executive Officer

Dear Fellow Shareholder:

Shell Oil Company, a wholly-owned member of the Royal Dutch/Shell Group,
and Pennzoil-Quaker State Company announced on March 25, 2002 that they
have entered into a definitive agreement under which Shell Oil Company will
acquire Pennzoil-Quaker State Company at a price of $22.00 per share in
cash.

The proposed transaction, which was approved by the board of directors of
Pennzoil-Quaker State Company, represents a premium of approximately 42
percent over Pennzoil-Quaker State Company’s closing market price of
$15.49 per share on the New York Stock Exchange on March 22, 2002. The
transaction has a total equity value of approximately $1.8 billion. Shell Oil
Company will also assume Pennzoil-Quaker State Company’s outstanding
debt (Net book debt end 2001 = $1.1bin).

This is a unique opportunity to immediately increase the value of Pennzoil-
Quaker State Company for the benefit of all shareholders. Pennzoil-Quaker
State Company will benefit significantly from being a part of an enterprise
with the geographic scope, operational scale, breadth of products and
services, and financial resources necessary to compete in a consolidating
industry. This transaction makes the combined Shell and Pennzoil-Quaker
State Company a stronger competitor in the lubricants and car care industry.
We look forward to working closely with Shell to achieve the timely
completion of this transaction and a smooth operational integration.

Sincerely,

/S/ JAMES J. POSTL
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PENNZOIL-QUAKER STATE COMPANY FINANCIAL SUMMARY

(EXPRESSED IN MILLIONS, EXCEPT PER SHARE AMOUNTS)

2001 2000 1999

Revenues $ 2,314.7 $ 2,4274 $ 2,327.3
Operating Income (Loss)

Lubricants $ 1162 $ 1400 $ 1276

Consumer Products (9.3) 29.9 32.2

International (27.8) 11.2 11.9

Jiffy Lube 24,2 23.6 (16.4)

Supply Chain Investments 53.1 28.9 14.2

Charges Related to Asset Disposal and Other @ (4.1) (9.5) (10.6)

Total Operating Income $ 1523 $ 2241 $ 1589

Income (Loss) from Continuing Operations (10.5) $ 4.3 $  (11.3)
Discontinued Operations

Loss from Operations, net of taxes $ — $ (51.7) $ (300.4)

Estimated Loss on Disposition, net of taxes (22.5) (40.4) —
Loss before extraordinary item $ (33.0) $ (87.8) $ (31L.7)

Extraordinary item © (0.9) — —
Net Loss $ (339 $ (87.8) $ (311.7)
Basic and Diluted Loss Per Common Share @ $ (0.43) $  (1.12) $  (4.00)
Shareholders’ Equity Per Common Share $ 9.60 $ 1043 $ 1228
Capital Expenditures $ 51.9 $ 78.5 $ 70.6
Total Shareholders’ Equity $ 764.6 $ 821.0 $ 9614
Total Assets $ 2,696.3 $ 2,801.1 $ 2,738.3
Total Debt $ 1,197.9 $ 1,275.8 $ 1,110.0

a

closure and the sale of two of the Company’s blending and packaging plants.

0

additional information.

The Company recorded pretax charges of $13.9 million in 1999 and $10.0 million in 2000 to reflect the impairment of its Rouseville blending and packaging plant related to its

Includes operating income and losses from refineries and specialty industrial products businesses. See Note 2 and Note 14 of Notes to Consolidated Financial Statements for

During the year ended December 31, 2001, the Company chose to purchase and retire $45.4 million face amount of indebtedness which resulted in an extraordinary charge of

$0.9 million ($1.5 million pretax), or $0.01 per share. See Note 5 of Notes to Consolidated Financial Statements for additional information.

W See Note 2 of Notes to Consolidated Financial Statement for additional information.
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As we look back on 2001, there were important successes
as well as a number of disappointments for Pennzoil-Quaker
State Company, many of which I will touch on. The big news
for us in 2001, however, was that we completed the massive
physical, organizational and cultural transformation into a
focused consumer products and services company, a process
that began with the merger of Pennzoil and Quaker State at
the end of 1998.

The significance of completing this transformational
process should not be underestimated. Over the past two
years, we have sold assets that in 2000 represented approxi-
mately $1 billion in revenues but added little, if any, profits.
We have restructured our remaining businesses to reduce

cost and simplify our processes and operations, and we have
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built a strong, high potential organization. Lastly, we have
removed $200 million in cost over the last three years,
approximately twice our pre-merger estimate.

In 2001, our business performance was mixed. Excluding
non-recurring charges, full-year EPS performance was up
modestly, reflecting a combination of a weak first half with
a much-improved second half and a particularly strong
fourth quarter. Importantly, we left 2001 with profit
momentum as market factors began to turn our way, fol-
lowing more than two years of negative impact. With a soft
first half, it was clear by June that the challenging market-
place factors that had affected our results in 2000 were not
cooperating with our 2001 profit plan either. Demand for

automotive consumer products remained weak because




high gasoline prices squeezed auto budgets and resulted in
motorists driving fewer miles. At the same time, increased
feedstock costs forced us to continue to raise our retail
prices for motor oil. The combination of softening demand
for our products with the need to improve our financial
position called for decisive measures, and we took prudent
action by reducing the quarterly divi-

dend. The new level places Pennzoil- NEW!

This organizational restructuring involved consolidating our
four consumer products business units — Axius, Medo, Blue
Coral/Slick 50 and the Automotive Chemicals Division — into
our Houston headquarters and combining their sales forces
with the Lubricants sales force, presenting one company face
to our retail customers. In previous cost savings initiatives,
we had eliminated duplication associated

with the merger, reduced overhead in a
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level, the company’s free cash flow is
improved by over $50 million per vear,
providing funds to continue to reduce
debt and to invest in growth initiatives.
In addition, we accelerated an organizational restructur-
ing of our Lubricants, Consumer Products and Interna-
tional segments. While this entailed restructuring charges, it
has allowed us to set plans in place for 2002 that, I believe,
will result in strong profit growth without relying on growth

in the marketplace for our earnings success.

Car Wash, Wax.& Protectant

G&A reduction program and lowered
our supply chain costs. This new organi-
zational alignment is designed to enhance
our ability to serve our customers seam-

lessly across operating units, while main-

taining dedicated marketing support for
lubricants, appearance products and accessories. In Lubricants,
the restructuring is also designed to reduce manufacturing and
installed channel selling expense. While in International, we are
scaling back low margin operations, facilities and distribution
channels. When fully implemented, these actions will produce
an organization with the correct balance and sharpened focus

to produce near-term profit improvement and solid growth.




While our common stock (PZL) price was volatile like
many others, it closed the year at $14.45, an appreciation of
more than 12 percent for 2001, which built on the 26 per-
cent increase our stock enjoyed during the year 2000.
Despite the challenges we faced, 2001 was the second con-
secutive year that PZL shares outperformed the S&P 500
Index and the S&P Midcap 400 Index.
Company insiders continued to build
their investment in the company’s
stock. Since the start of 2001, officers
and directors purchased more than
74,000 PZL shares in the open market,
further aligning their interests with all
shareholders and allowing their per-
sonal investments to speak for their commitment to and
belief in our future success together.

In November 2001, we completed a major debt refinanc-
ing that included the issuance of $250 million of new seven-
year, 10 percent Senior Notes. In addition, the Company
replaced its revolving credit facility with a new multi-year

$348 million bank facility.

Successes and challenges came to the Pennzoil-Quaker
State team in many forms in 2001, as reflected in the follow-
ing performance of each of our operating segments:

O By the end of 2001, lubricant prices had finally caught up
with increases in cost of goods. Cost-cutting efforts were
bearing fruit, and we improved the product mix by growing

our “premium” synthetic and synthetic

blend motor oil volume. Premium
motor oil volume was up 32 percent on

a full-year basis and 37 percent in the

fourth quarter. We have a solid plan for

motor oil in 2002, backed up by a sub-
stantial increase in advertising spending.

o Consumer Products’ performance in

2001 was disappointing, primarily due to poor cost, cus-

tomer service and inventory management performance at

the Axius business. We have moved aggressively to turn
around this high potential business and it is on the right
track. Management changes also were made as part of the
consolidation program, which will save money and increase

focus. With a single face and voice to the customer, we will




do a more effective job of category and customer manage-
ment to better leverage motor oil critical mass. Additionally,
we have placed all supply chain operations under our Global
Supply Chain Development Group, which has been very suc-
cessful with lubricants. We are confident that we will achieve
much better cost and top line growth performance across the
board in 2002 as a result of these moves.
0 International improved modestly in
2001 compared to a weak prior year.
We took a substantial charge to
restructure our International business
in 2001. In essence, we changed the
business model away from direct
installed motor oil operations that had
low market shares and low margins and are vulnerable. In
developed markets, such as Europe and Japan, we are focus-
ing our efforts on large retailers with consumer products
and packaged motor oil. In developing markets, we will go
to market through strong local distributors and licensees,
keeping invested capital low and costs variable. We plan to

accelerate our International improvement in 2002.

o Jiffy Lube had another strong year, with solid 2001 com-
parable store sales growth and the introduction of new
diagnostic services. We will continue to do a better and
better job of delivering new services to consumers and
expect continued improvement in 2002 from Jiffy Lube.

0 Excel Paralubes had a record year in 2001, achieving solid

profits and laying the groundwork for .

ongoing performance. An integral part

of the company’s supply chain, Excel

Paralubes supplies much of the high

quality bése oil required to produce our

motor oils and other lubricant products.

o Good cost performance also posi-
tively impacted 2001 earnings. On

a full-year basis, we reduced SG&A by more than $45 mil-

lion and improved total savings by $80 million versus 2000.

c Our innovation pipeline made solid progress in 2001 with
the launching of 40 new products and designs for 37 new
packages, including those of our flagship motor oil brands.

O Lastly, in 2001, we substantially improved our financial

position. Between debt reduction, increases in cash and a




reduced accounts receivable sales facility, we improved

by $165 million versus 2000. We will build on that

success in 2002.

Pennzoil-Quaker State Company made good progress
institutionalizing a performance-based corporate culture in
2001. Our new “Report Card” program offers employees at
every level of the company a profes-
sional map for success. The report cards
create clear accountability and focus on
priorities that will drive successful per-
formance. Accountability for our per-
formance was made abundantly clear in
2001 as we fell short of our earnings tar-
get and therefore paid no bonuses.

Our dedication to corporate citizenship was evident
throughout 2001 on several fronts, with a focus on diversity
and community involvement. The company’s supplier diver-
sity initiative was designed and implemented to increase
business opportunities for minority and women-owned
business enterprises as part of the company’s overall global

supply chain development efforts.
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In addition, Pennzoil-Quaker State Company employees
gave generously in 2001 of their time and money to many
community causes. In our third and final year as primary
sponsor of the American Heart Association Houston Heart
Walk, we were the nation’s top team, raising more than
$280,000. Our annual United Way Campaign exceeded prior
year by more than $65,000. And in
response to the devastating flood in
Houston following Tropical Storm
Allison, employees contributed gener-
ously to a fund for co-workers whose
homes were damaged.

I am very enthusiastic about our
prospects for 2002 and beyond. Many
of the issues that plagued us in 2001 are now behind us. Our
employees are energized as never before. We share a special
spirit in the company, focused on success and winning, build-
ing on a track record of industry leadership and perseverance.

I particularly want to thank our shareholders for their
ongoing support of, and investment in, Pennzoil-Quaker

State Company. During the year, I had the pleasure of




face-to-face meetings with investors representing about half
of all outstanding shares. Pennzoil-Quaker State Company
is your company, and I appreciate your continued confi-
dence in our potential to create substantial near-term value.
The company we created three years ago is today a leading
and dynamic force in an attractive industry. We are a young
company whose time is just beginning.
Together, everyone at Pennzoil-Quaker
State Company is committed to deliver-
ing on our vision of being consumers’
first choice for automotive products
and services that enhance the car and
the driving experience. The adversity
we faced and lessons we learned these

past three years have strengthened us.

@MQ%

James J. Postl, President & Chief Executive Officer

ON BEHALF OF THE BOARD OF DIRECTORS, I echo Jim’s
expression of appreciation to the many shareholders who
have supported us during these crucial early years. Building
a great company requires single-minded commitment. It
takes time and, especially in the first years, it can be chal-
lenging. After three years, I can say with great confidence
that Jim Postl, his senior leadership
team and the many dedicated employ-
ees of Pennzoil-Quaker State Company
have embraced that commitment.
Their dedication has led to major
progress even in the face of a difficult
macro-environment.

In 2002 and beyond, we can all look

ahead to great things for Pennzoil-Quaker State Company.

e A

James L. Pate, Chairman of the Board
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DIRECTORS AND OFFICERS

BOARD OF DIRECTORS
James L. Pate,* ¢
Chairman of the Board, Pennzoil-Quaker State Company

H. John Greeniaus,t Q
President, G-Force LLC (Marketing Consulting Firm) Former
Chairman of the Board and Chief Executive Officer, Nabisco, Inc.

Forrest R. Haselton, 0
Former President-Retail, Sears Merchandise Group
{Division of Sears Roebuck and Company)

Berdon Lawrence,*¥
Chairman of the Board, Kirby Corporation
(Operator of Tank Barges and Tow Boats)

James J. Postl,*
President and Chief Executive Officer,
Pennzoil-Quaker State Company

Terry L. Savage,Q
President, Terry L. Savage Productions, Ltd.
(Syndicated Columnist, Speaker and Author on Personal Finance)

Brent Scowcroft,f
President, The Scowcroft Group, Inc.
(Consultant for National and International Security Affairs)

Gerald B. Smith,*t
Chairman and Chief Executive Officer,
Smith, Graham & Company (Investment Management)

Lorne R. Wazxlax,t
Former Executive Vice President, Gillette Company

EMERITUS DIRECTORS

Howard H. Baker, Jr.

W. L. Lyons Brown, Jr.

Ernest H. Cockrell

Alfonso Fanjul

Norman Hackerman

Baine P. Kerr

J. Hugh Liedtke, Chairman Emeritus

CHAIRMAN OF THE BOARD

James L. Pate

PRESIDENT AND CHIEF EXECUTIVE OFFICER
James J. Postl

EXECUTIVE OFFICERS
Ahmed Alim,
Senior Vice President and Chief Technology Officer

Douglas S. Bovle,
Group Vice President — Automotive Products

Linda F. Condit,
Vice President and Corporate Secretary

Mark S. Esselman,
Senior Vice President — Human Resources

Robert A. Falivene,
Group Vice President — Global Supply Chain

Mare C. Graham,
Group Vice President - Jiffy Lube

Thomas P. Kellagher,
Group Vice President and Chief Financial Officer

Michael J. Maratea,
Vice President and Controller

R. Britton Mavyo,
Chief Information Officer

Michael P. Schieifer,
Vice President — Administration

Raymond A. Scippa,
Vice President — Public Relations

Paul B. Siegel,
Senior Vice President and General Counsel

Laurie K. Stewart,

Vice President and Treasurer

¢ Member of the Executive Committee
t Member of the Audit Committee
Q Member of the Compensation Committee

1 Member of the Nominating and Governance Committee




UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K
Annual Report Pursuant to Sect'iidn 13 or 15’(‘d)‘ of
the Securltles Exchange Act of 1934

For the Flscal Year Ended December 31 2001 ‘ Commission File No. 1-14501

PENNZOIL QUAKER STATE COMPANY

(Exact name of registrant as specified in its charter)

Delaware ‘ : . - 76-0200625

(State or other jurisdiction of . (LR.S. Employer

incorporation or organization) Identification No.)

Pennzoil Place, P.O. Box 2967 ' ‘
- Houston, Texas N ' 77252-2967

- (Address .of principal executive offices) ’ (Zip Code)
Registrant’s telephone number, including area code: (713) 546-4000

Securities registered pursuant to Section 12(b) of the Act:

Name of each exchange
Title of each class on which registered

Common Stock, par value $0.10 per share New York Stock Exchange
Pacific Exchange

Rights to Purchase Preferred Stock New York Stock Exchange
’ ‘ : Pacific Exchange

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13
or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period
that the registrant was required to file such reports), and (2) has been subject to such filing requirements for
the past 90 days. Yes_ v No

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or
information statements incorporated by reference in Part II1 of this Form 10-K or any amendment to this
Form 10-K. v

Aggregate market value of the voting stock held by non-affiliates of the registrant: $1,103.5 million as of
January 31, 2002.

Number of shares outstanding of each class of the registrant’s classes of common stock, as of the latest
practicable date, January 31, 2002: Common Stock, par value $0.10 per share: 79,731,498.

DOCUMENTS INCORPORATED BY REFERENCE: PORTIONS OF THE PROXY STATE-
MENT TO BE FILED WITH THE SECURITIES AND EXCHANGE COMMISSION PURSUANT TO
REGULATION 14A UNDER THE SECURITIES EXCHANGE ACT OF 1934 IN CONNECTION
WITH THE COMPANY'’S 2002 ANNUAL MEETING OF SHAREHOLDERS ARE INCORPORATED
BY REFERENCE INTO PART I HEREOF (TO THE EXTENT SET FORTH IN ITEMS 10, 11, 12
AND 13 OF PART HI OF THIS ANNUAL REPORT ON FORM 10-K).




Forward-Looking Statements — Safe Harbor. Provisions

This annual report on Form 10-K of Pennzoil-Quaker State Company for the year ended December 31,
2001 contains certain forward-looking statements within the meaning of Section 27A of the Securities Act of
1933 and Section 21E of the Securities Exchange Act of 1934, which are intended to be covered by the safe
harbors created thereby. To the extent that such statements are not recitations of historical fact, such
statements constitute forward-looking statements which, by definition, involve risks and uncertainties. In
particular, statements (i) under ‘the captions (a) “Lubricants,” (b) “Consumer Products,”
(c) “International,” (d) “Jiffy Lube” and (e) “Supply Chain Investments” under “Item 1. Business and
Item 2. Properties” and (ii) under the captions (a) “Results of Operations,” (b) “Disclosures About Market
Risk” (c) “Capital Resources and Liquidity” and (d) “Discussion of Critical Accounting Policies” under
“Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations” contain
forward-looking statements. Where, in any forward-looking statement, Pennzoil-Quaker State Company
expresses an expectation or belief as to future results or events, such expectation or belief is expressed in good
faith and believed to have a reasonable basis, but there can be no assurance that the statement of expectation
or belief will result or be achieved or accomplished. ‘

The factors described or referenced under the caption “Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Risk Factors” and the following are some but not all of the
factors that could cause actual results or events to differ materially from those anticipated: general economic,
financial and business conditions; energy prices; unanticipated environmental liabilities; changes in and
compliance with governmental regulations; changes in tax laws; and the costs and effects of legal proceedings.




PART 1

ITEM 1. BUSINESS and ITEM 2. PROPERTIES.

Pennzoil-Quaker State Company (the “Company” or “Pennzoil-Quaker State”) is a leading automative
consumer products and services company in the United States, and the Company markets its products .
worldwide in approximately 90 countries. The Company manufactures, markets and distributes branded
lubricants and car care products through traditional retailing channels targeting the do-it-yourself consumer.
In addition, the Company targets the do-it-for-me consumers through automotive service centers such as car
dealerships, repair shops and fast oil change centers, including the Company’s Jiffy Lube® fast oil change
centers. The Company’s Pennzoil® and Quaker State® brands hold the #1 and #2 positions, respectively, in
the domestic passenger car motor oil market, and the Company’s Jiffy Lube® brand occupies the #1 position
in the fast oil change market.

Segment Financial Information

Pennzoil-Quaker State’s businesses are conducted primarily through the following five segments:
(1) lubricants (2) consumer products (3) international (4) Jiffy Lube and (5) supply chain investments.
These segments have worldwide responsibility for all of the Company’s product lines.

Transactions between reportable segments are recorded at market. Intersegment sales are primarily from
the supply chain investments segment to the lubricants segment, from the lubricants segment to the Jiffy Lube
segment and from the consumer products segment to the international and lubricants segments. The Company
excludes interest . expense and income tax expense or benefit from segment profit or loss. See Note 13 of Notes
to Consolidated Financial Statements for additional segment financial information and for financial informa-
tion about geographic areas.




Net Sales(1)

Lubricants(2) ............... ... e e
Consumer Products ............... e e e e
International ................. T e e
Jiffy Lube(3) ........ N

Supply Chain Investments(4) ...... P P L

Other. ...

Intersegment Sales(5) ................... e L.

Lubricants

Operating Income (Loss) (6)

Consumer Products ................ e
International . .. .. RO TRUT e e
Jiffy Lube(3) ............ S

Supply Chain Investments(4) ......... e D, RO

Charges Related to Asset Disposals and Other(7) .............

Corporate Administrative Expense........" e e
Interest Expense............ T
Income Tax Provision .............. [

Income (Loss) from Continuing Operations ................
Discontinued Operations:

Loss from Operations, Net of Taxes .......................

Estimated Loss on Disposal, Net of Taxes ..................

Loss before Extraordinary Item .....................
Extraordinary Ttem(8) ........ ... i

Net LoSS . oot

Lubricants(7) ... .o e
Consumer Products . ....... ... i
International .. ... ... ..

Jiffy Lube

Supply Chain Investments ............. ... . .ciiieeinn...
Net Assets of Discontinued Operations. ......................

Other(10)

Lubricants

Consumer Products . .......... i
International (11) ... ... i e

Jiffy Lube
Other(12)

Restated

2001 2000 1999
(Expressed in thousands)
$1,265,337-  $1,426,604  $1,379,699

351,270 . 337,524 309,044
251,108 250,587 214,139
340,823 331,899 423,413
300,569 277,492 164,334
272 . 312 296
(233,225)  (243,198)  (180,869)
$2,276,154  $2,381,220  $2,310,056
$ 116,199 $ 139,985 $§ 127,647
(9,291) 29,875 32,167

" (27,775) ] 11,237 11,877
24,180 23,591 (16,435)
53,080 © 28,888 - 14,216
(4,087) (9,472) (10,544)
152,306 224,104 158,928
62,263 108,330 81,808
92,079 94,895 80,588
8,505 16,595 7,790
(10,541) 4,284 (11,258)
— (51,665) (300,459)
(22,467) (40,431) —
(33,008) (87,812)  (311,717)
(937) — —

$ (33,945) $ (87.812) $(311,717)
$ 851,106 $ 907,325 $ 953,370
598,609 587,136 530,500
187,197 226,308 170,334
362,877 385,076 428,954
38,211 27,306 30,560

— 97,260 98,134
658,317 570,656 526,435
$2,696,317  $2,801,067  $2,738,287
$ 42659 § 40,095 $ 39943
15,989 13,506 13,289
12,825 5,954 5,600
25,365 24,879 33,060
13,505 11,636 8,570

$ 110,343 $ 96,070 $ 100,462




Restated
2001 2000 1999
(Expressed in thousands) -

Capital Expenditures

Lubricants. :.........oioiiiiiii i ... $ 22802 $ 30,083 $ 16,600

Consumer-Products ................. R [ 4,116 - 9,342 12,023
International . ......... S L e 4,036 4,378 5,162
JiffyLube .................... e 14,556 23,033 £ 18,481
Other(12) ............. oL, e TR L ".6,356 © 11,655 0 28,338

(1)

$ '51.866 $ 78491 $§ 70,604

In 2001, the Company determined that certain continuing operations had been included as part of the discontinued operations

- presentatjon that was initially presented in the Company’s financial statements as of and for the year ended December 31, 2000.

Previously ‘issued financial results have been adjusted herein to appropriately reflect these operations as part of continuing
operations. This adjustment had no effect on previously reported income from continuing operations or net income and an

, insignificant effect on previously reported revenues, cost of sales and certain assets and liability accounts.

2)

3)

4

(%)

(6)

The decrease in net sales for the lubricants segment in 2001 was pnmanl) due to the sale of non-strategic businesses in 2000 and a
decrease in volumes sold.

The decrease in net sales for the Jiffy Lube segnicﬁt in 2000 was primaﬁly due to the sale of company- oﬁerated centers to
franchisees. The operating loss for the Jiffy Lube segment in 1999 is the result of $28.5 million of acqulsltlon expenses and
$5.4 million of other charges. :

The increase in net sales for the supply chain investments segment in 2001 and 2000 is primarily due to an increase in base oil prices

and an increase in sales to outside parties. The increase in operating income is the result of an increase in earnings from the
Company’s equity interest in Excel Paralubes.

The increase in intersegment sales in 2000 compared to 1999 is due to an increase of sales from the supply chain investments
segment to the lubricants segment primarily because of higher base oil prices.

Included in 2001 operatlng income are charges. of $77.1 million related to the Company’s restructuring program, $16.0 m11110n to
reflect an increase in the allowance for doubtful accqunts resulting from the Chapter 11 bankruptey filing of K-Mart, $4.7 million as
the result of the currency devaluation in Argentina, $1.2 million to reflect an increase in the allowance for doubtful accounts
resulting from the impact of economic uncertainty on certain customers in Argentina and $3.7 million related to other matters. 2000
operating income includes $34.4 million in charges related to the acquisition of Quaker State and $29.0 million in charges
associated with a general administrative cost reduction effort recorded in corporate administrative expense. 1999 operating income
includes $75.1 million in charges related to the acquisition of Quaker State and $6.8 million in charges for restructuring costs and
other matters. See ‘“Management’s Discussion and Analysis of Financial Condition and Results of Operations — Results of

 Operations” for additional information.

(7N

(8

Nt

®

(10)

(11)
(12)

In 2001, the lubricants segment recorded a charge of $1.7 mllhon related to the closure of various distribution centers. In 2000 the
lubricants segment recorded a charge of $10.0 million refated to the sale of two of the Company s blending and packaging plants. In
1999, the lubricants segment recorded a charge of $13.9 million related to the closure of the Rouseville blending and packaging
plant. See “Management’s Discussion and Analysis of Financial Condition and Results of Operations” and Note 2 of Notes to
Consolidated Financial Statements for additional information.

During the year ended December 31, 2001, the Company chose to purchase and retire $45.4 million face amount of indebtedness
which resulted in an after-tax extraordinary charge of $0.9 million ($1.5 million pretax), or $0 01 per share. See Note 5 of Notes to
Consolidated Financial Statements for additional information.

Identifiable assets includes equity method investments other than Excel Paralubes of $5.6 million at December 31, 2001,
$5.1 million at December 31, 2000 and $4.5 million at December 31, 1999. The Company’s net investment in Excel Paralubes is
carried as a credit balance in other liabilities in the consolidated balance sheet. See Note 3 of Notes to Consolidated Financial
Statements for more information. - ' ‘

The increase in other identifiable assets in 2001 compared to 2000 is pnmanly due to an increase in cash and accounts receivable.
Other identifiable assets include consohdated deferred tax assets. .
Included in 2001 depreciation and amortlzatlon expense was $6.5 million associated with the 1mpa1rment of goodwill.

Other capital expenditures primarily consist of bulldlng leasehold upgrades.

Narrative descriptions of the Company’s business segments follow, with emphasis on 2001 developments.

Unless otherwise indicated by context, references to the Company or Pennzoil-Quaker State include its
subsidiaries,




Lubricants

The Company manufactures and markets conventional and synthetic motor oils under the Pennzoil®,
Quaker State® and Wolf’s Head® brands, which accounted for approximately 36% of the domestic passenger
car motor oil market for the twelve months ended December 31, 2001. The Company also manufactures and
markets other branded and non-branded motor oils, transmission fluids, gear lubricants and greases, -as well as
specialty lubricants designed for sport utility vehicles, marine craft, motorcycles and snowmobiles. These other
lubricants are sold under the Pennzoil® and Quaker State® brand names and various private label and
proprietary brand names. The Company also markets other automobile consumer products in the lubricants
segment such as oil and air filters, transmission fluid, and antifreeze produced by third parties.

Marketing. The Company markets Pennzoil® and Quaker State® lubricants throughout the United
States. At the end of 2001, the Company’s lubricants were distributed domestically through 44 owned and
operated distribution facilities in 22 states. The Company’s products are also distributed through independent
distributors and directly from third-party suppliers.

In marketing its lubricants, the Company utilizes a brand management structure. Under this approach,
the Company centralizes all brand-related activity under a single manager for each brand, allowing
coordination of all strategic and tactical decisions for advertising and promotions, product packaging and
positioning, formulation strategy and pricing. The brand manager is responsible for developing the annual
marketing plan that is designed to enhance brand equity. The Company markets its branded motor oils in
packages ranging in size from four ounces to 55 gallons and selis a significant amount in bulk to the do-it-for-
me market. Packaged motor oil in the retail channel is primarily sold in one quart plastic bottles.

The primary and secondary distribution channels for our lubricants are as follows:

Primary Secondary
» mass merchandisers; « convenience stores;
* auto parts stores; + drug stores; ‘
+ fast-oil change centers; and « grocery stores;
 automobile dealerships. + tire stores; and

* independent automotive repair facilities.

Consumer marketing for the Company’s lubricants focuses primarily on the driving conditions exper-
ienced by vehicle owners and the technical benefits that lubricants can provide under those conditions. Key
components of the Company’s lubricant marketing include:

+ targeted media, including national and local television, radio and print advertising designed to reach
specific populations of consumers based upon their usage;

+ motorsports participation, including team sponsorships in NASCAR®, Indy Racing League®, NHRA®
and the sponsorship of the Pennzoil World of OQutlaws®, a grass roots sprint car racing series, and
several national and local racing events;

¢ public relations; and
» consumer promotions.

Blending and Packaging. The Company produces motor oils and lubricants by blending additives and
lubricant base oils in ten domestic blending and packaging plants located in Oregon, California, Louisiana,
Pennsylvania, Missouri, Illinois, West Virginia and Mississippi. Substantially all additives are purchased from
outside suppliers. Base oils processed by these blending and packaging plants are purchased at prevailing
market prices and supplied primarily by Excel Paralubes and outside suppliers.

Excel Paralubes’ purchases are discussed further under “— Supply Chain Investments.” In May 2000,
the Company entered into a ten-year base oil supply agreement with ExxonMobil, which became effective on
August 1, 2000. Under the terms of the agreement, the Company purchases over 40% of its base oil
requirements from ExxonMobil. The price of base oil the Company purchases under the agreement is equal to
the lesser of a fixed spread over a published industry index (not tied to ExxonMobil’s posted base oil price)
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and a formula price contained in a separate agreement between the parties. The- Company’s remaining
requirements of base oil are purchased from various parties at prevailing market prices.

Consumer Products

The Company manufactures and markéts automotive polishes, car wash products, automotive air
fresheners and seat covers and markets automobile engine and fuel treatments, automotive window shades,
automotive glass treatments, tire inflators and other automotive accessories.

Marketing. The Company’s products are marketed under national brand names such as Rain-X®, Blue
Coral®, Black Magic®, Westley’s®, Medo®, Axius®, Gumout®, Snap®, Fix-A-Flat®, The Outlaw®, Sagaz®,
Pennzoil®, Slick 50® and other proprietary brand names primarily through retail mass merchandisers and auto
parts stores, and through the installed market, which includes fast oil change centers, service stations and
automobile dealerships.

As part of the Company’s 2001 cost reduction plan, the consumer products segment consolidated the
management, sales and administration of its two marketing groups descrlbed below into one ccntrallzed
organlzatlon in Houston at the end of 2001.

Chemicals and Appearance Group. The chemicals and appearance group markets Rain-X®, the leadlng
brand of rain repellant for automobile windows and other appearance products, Black Magic® non-waterbased
tire protectant and dressing products and Westley’s® car washes and cleaners. The majority of the Rain-X8,
Black Magic® and Westley’s® branded products are manufactured and distributed by third-party contract
manufacturers. The group purchases chemicals, waxes and cleaners from a variety of suppliers and blends and
packages finished products at the Company’s leased facility in Cleveland, Ohio. The group also markets
Slick 50® automotive engine treatments and related automotive chemical products and manufactures and
markets Blue Coral® automobile appearance products. Slick 50® branded products are produced by third-
party contract manufacturers and distributed directly to customers or shipped to company locat1ons for
distribution to customers. .

The Company’s chemicals and appearance group also manufactures and markets Fix-A-Flat® tire
inflators, Gumout® fuel additives and cleaners, The Outlaw® fuel additives, Snap® fuel additives, cleaners and
performance fluids and other private and house brand automotive chemicals. Fix-A-Flat® is the #1 selling tire
inflator in the United States, and Gumout® is the best selling carburetor spray cleaner in the United States.
Fix-A-Flat®, Gumout®, The Outlaw® and Snap® products are manufactured through arrangements with
third-party contract manufacturers.

Accessories Group. The accessories group designs and markets automotive window sun protection
products, steering wheel covers, organizers and other automotive accessories. The group purchases its
automotive window sun protection and other accessory products from a variety of suppliers and distributes
sunshades and other automotive accessories from a leased Moorpark, California facility. Outside the United
States, the accessories group’s products are manufactured by third parties in Australia, Canada, France, the
United Kingdom, Malaysia, China and Taiwan. In March 2000, the Company completed the acquisition of
various assets of Sagaz Industries, a manufacturer and marketer of automobile seat covers, floor mats and
cushions in North America. Sagaz was combined into the Company’s accessories group.

The accessories group also designs, manufactures and markets Medo® air fresheners primarily for use in
automobiles. The group purchases paperboard, containers and fragrance from a variety of suppliers, and
manufactures and distributes finished air fresheners from a leased Baltimore, Maryland facility.

International

The Company markets lubricants and consumer car care products in approximately 90 countries outside
of the United States. During 2001, the Company’s largest national markets outside the United States (by total
lubricant sales volume) were Canada, Mexico, Thailand, India and Indonesia. The Company’s motor oil and
other lubricants are blended and packaged by wholly owned subsidiaries of the Company in Australia, Bolivia
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and Spain, by a majority owned subsidiary in India, by joint ventures in Malaysia and Peru and by licensees in
Indonesia, Mexico, the Philippines, Switzerland and Thailand. - :

The Company is focused on increasing international recognition of its core branded products, including its
flagship motor oil and its consumer car care products. By using these brands and capitalizing on its extensive
portfolio of consumer car care products, the Company believes that there are attractive opportunities for
growth in international markets, particularly in significant markets such as Japan, the United Kingdom,
Germany, France and Spain.

‘Distribution. Internationally, Pennzoil-Quaker State products are distributed primarily through subsidi-
aries, joint ventures, licensees, distributors and jobbers. The Company intends to use these distribution
channels and its existing relationships with mass merchandisers to further expand its international presence
~and to _develop new relationships in international markets.

Jiffy Lube

The Company provides fast automotive preventive maintenance services in the United States and Canada
under the Jiffy Lube® name. As of December 31, 2001, 2,157 Jiffy Lube® service centers were open in
metropolitan areas throughout the United States with a heavy concentration of centers in the northeastern and
eastern part of the United States. The Company has 216 franchisees, which operate 1,692 of these service
centers. The Company’s other 465 service centers are owned and operated by Jiffy Lube. An additional
38 Jiffy Lube® service centers in Canada are operated by franchisees. The Company’s largest franchisee
operates 214 service centers, and the Company s second largest franchisee operates 138 service centers.

Jiffy Lube’s primary service is, the Jlﬁy Lube® Signature Service™ Wthh includes:

» an oil change and-oil filter replacement;

D chas51s lubncatlon .

« checking and topping off windshield washer, transmission, differential and power steering ﬂu1d levels;
» vacuuming the interior and cleaning all exterior windows;

. ipﬁafing' all tires to proper levels;

« checking the battery fluid and engine coolant levels; and

« inspecting the air filter and windshield wiper blades.

Pennzoil® and Quaker State® motor oils are the featured motor oils in company-operated service centers
and in most franchisee-operated centers, although franchisees are not generally required to use any specific
brand of motor oil. :

A number of additional authorized services and products, including Pennzoil-Quaker State’s lubricants
and consumer products, are also available at Jiffy Lube® service centers. Additional authorized services
include coolant replenishments, air filter replacement, transmission services, light. bulb replacement, tire
rotation and wiper blade replacement. The Company-is also working to expand the range of services to be
offered through Jiffy Lube® service centers. These new services include AutoX-ray™ computer diagnostics,
engine oil analysis and Carfax™" automotive history reporting.

Jiffy Lube was ranked 20th'in the United States among all franchises in the 23rd Annual Franchise 500
(Entrepreneur Magazine, January 2002). Jiffy Lube maintained its #1 ranking in the automotive category in
the Franchise 500.

Supply Chain Investments

The supply chain investments segment includes Pennzoil-Qﬁaker State’s equity investment in Excel
Paralubes and base oil trading operations. The Company and Conoco Inc. (“Conoco”) are equal partners in
Excel Paralubes, which operates a technologically advanced base oil processing facility located adjacent to
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Conoco’s refinery near Lake Charles, Louisiana. The facility is capable of producing approximately
21,000 barrels per day of base oils, which is the primary ingredient in motor oil. Excel Paralubes is an integral
part of the Company’s supply chain, providing a significant portion of high quality base oils needed to produce
the Company’s finished motor oils and other lubricant products. Operations of this segment include sales of
base oils purchased from Excel Paralubes and earnings from Excel Paralubes, accounted for using the equity
method of accounting. Conoco operates the plant with support positions staffed primarily by Conoco. The
Company purchases 50% of base oil production volume from Excel Paralubes, or approxm\ately 58% of the
Company S requrrements at contract rates based on prevalhng market prices.

Co_mpetition

The lubricants business is highly competitive. The major competitors of the Company and their principal
brands of motor oil in the United States are Ashland Inc. (Valvoline®), ChevronTexaco Corporation
(Havoline®), BP p.l.c. (Castrol®) and Exxon Mobil Corporation (Mobil®). The Company also competes with
a number of independent blending and packaging companies. Outside of the United States, the Company also
competes with major fuels. marketers and state-owned petroleum companies. The principal methods of
competition in the motor oil business are breadth of product portfolio, product quality, price, distribution
capability, advertising and sales promotion. Many of the competitors, particularly the major .integrated oil
companies, have substant1a11y greater financial, distribution, marketmg and other resources than the
Company » ‘

The car care consumer products business is highly competltrve and very fragmented. The car care
industry is composed of several categories, such as maintenance chemicals, appearance chemicals and
accessories. Major competitors include The Clorox Company (STP® in maintenance chemicals and Ar-
mor All® in appearance chemicals) and Turtle.Wax Inc. (Turtle Wax® in appearance chemicals).-Many other
national brands exist in each of the various categories, although, in general, they have small market shares.
Private label brands also compete with -the national brands with respect to some car.care products. The
principal methods of competition in car care products are specific product benefits, distribution capability and
advertising and sales promotion. The consumer car care products business also competes for the limited space
available for the display of these products to the consumer. Moreover, the general availability .of contract
manufacturing allows new entrants easy access to the consumer products markets, which may increase the
number of competitors and adversely affect the Company’s -competitive position and business. Many
competitors in the car care consumer products business have substantially greater financial, distribution,
marketing and other resources than the Company.

‘The fast oil change business is highly competitive. Major competitors include Ashland Inc. through its
Valvoline Instant Oil Change® centers and a large number of independent regional and local fast oil change
chains. In addition to competing with other fast oil change centers, Jiffy Lube® service centers compete with
mass merchandisers who offer oil change services, automobile dealers, service stations and garages. The
principal methods of competition are quality of service, speed, location, wartanty, price, convenience,
reliability and sales promotlon In any given location, Jiffy Lube® service centers may encounter competition
from national, regional or local companies that have greater financial resources than the Company.

Patents and Trademarks

The Company’s trademark portfolio exceeds 2,900 domestic and foreign trademark registrations and
applications, with most of its primary brand names being protected’ by registered trademarks. The Company
actively monitors the use of its trademarks throughout the world where its products are sold and takes v1gorous
action agalnst apparent infringements of 1ts trademarks

The Company currently has approximately 83 patents and over 92 pending patent apphcatlons The
subject matter of these patents and patent applications include lubricants, synthetic lubricants, lubricant
additives, automotive chemicals, various hydrocarbon technologies, and automotive accessories.
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Research and Development

The Company’s research and development division focuses on consumer products technology as a major
area of growth for the Company. Lubricants and base oil technology, packaging technology and quality
development are also emphasized. Long-term basic research in automotive trends continues to provide the
foundation for future innovations. As a result of the business-focused deployment of research and develop-
ment, the Company launched more than 40 new products in 2001. One of these products, Pennzoil® Total
Care appearance product, was selected by the editors of “Popular Mechanics” to receive their product
innovation award for 2001. The Company spent approximately $15.0 million in 2001, $16.0 million in 2000
and $16.5 million in 1999 on research activities and quality enhancement in 2001. The research and
development activities are carried out primarily in a 65,700 square foot facility located in The Woodlands,
Texas.

Employees

As of December 31, 2001 the Company and its subsidiaries had approximately 7,467 employees, of whom
approximately 5,150 were full-time employees and approximately 2,317 were temporary and part-time
employees. Approximately 4.5 percent of the Company’s employees are represented by various labor unions.
Collective bargaining agreements are in force with most of the unions.

The Company is subject to various federal and state laws and regulations governing employment practices
and working conditions, including, but not limited to, Title VII of the Civil Rights Act of 1964, the Civil
Rights Act of 1866, the Equal Pay Act of 1963, the Civil Rights Act of 1991, the Americans with Disabilities
Act of 1990, the Family and Medical Leave Act of 1993, the Drug Free Workplace Act of 1989, the Age
Discrimination in Employment Act of 1967, the Rehabilitation Act of 1973, the Vietnam Era Veterans’
Readjustment Assistance Act of 1974, the Occupational Safety and Health Act of 1970, the Fair Labor
Standards Act of 1938, the National Labor Relations Act of 1935, Executive Order 11246, the Uniformed
Services Employment and Reemployment Rights Act of 1994, and the Veterans Employment Opportunity
Act of 1998 -

Governmental Regulation

The Company’s operations are affected from time to time in varying degrees by polmcal developments
and federal, state and local laws and regulations.

Environmental Matters. The operations of the Company in the United States are subject to numerous
federal, state and local laws and regulations controlling the discharge of materials into the environment or
otherwise relating to the protection of the environment and human health and safety.

The Company is subject toa variety of state and federal Clean Air Act rules establishing air emission
limitations for its operating units and products. The U.S. Environmental Protection Agency (“EPA”) has
adopted more stringent national ambient air quality standards for ozone and particulate matter, which would
designate many more areas of the country as high pollution'areas subject to additional regulatory controls.
However, litigation over the new standards has rendered their implementation uncertain. The precise effect of
these actions on the Company is uncertain because most of the requirements will be implemented through
EPA regulations to be issued over a period of years. However, current estimates indicate that expenditures
associated with such regulations would not have a material effect on the Company’s results of operations,

The Company is subject to certain laws and regulations relating to environmental remediation activities
associated with past operations, such as the Comprehensive Environmental Response, Compensation, and
Liability Act (“CERCLA”), the Resource Conservation and Recovery Act and similar state statutes. In
response to liabilities associated with these activities, accruals have been established when reasonable
estimates are possible. The Company adjusts the accruals when new remediation responsibilities are
discovered and probable costs become estimable, or when current remediation estimates are adjusted to reflect
new information.




The Company’s assessment of the potential impact of these environmental laws is subject to uncertainty
due to the difficult process of estimating remediation costs that are subject to ongoing and evolving change.
Initial estimates of remediation costs reflect a broad-based analysis of site conditions and potential
environmental and human health impacts derived from preliminary site investigations (including -soil and
water analysis, migration pathways and potential risk). Later changes in these initial estimates may be based
on additional site investigations, completion of feasibility studies (comparing and selecting from among
various remediation methods and technologies) and risk assessments (determining the degree of current and
future risk to the environment and human health, based on current scientific and regulatory criteria) and the
actual implementation of the remediation plan. This process occurs over relatively long periods of time and is
influenced by regulatory and community approval processes -and .is subject to the ongoing development of
remediation technologies. The Company’s assessment analysis takes into account the condition of each site at
the time of estimation, the degree of uncertainty surrounding the estimates for each phase of remediation and
other site-specific factors. ‘ '

From January 1999 through December 2001, capital outlays of approximately $0.6 million have been
made by the Company with respect to environmental protection. Approximately $1.1 million in capital
expenditures for environmental control facilities are currently expected in 2002. See “Management’s
Discussion and Analysis of Financial Condition and Results of Operatlons-—Capltal Resources and
Liquidity — Environmental” for addltlonal information.

Franchise Matters. Jiffy Lubc is subject to, and devotes substantial eﬂorts to compliance with, a variety
of federal and state laws governing franchise sales and marketing and franchise trade practices. Although the
regulatory environment differs by state, applicable laws and regulations generally require disclosure of business
information in connection with the sale of franchises. Failure to obtain or maintain approvals to sell franchises
would cause Jiffy Lube to lose franchise revenues. Because Jiffy Lube plans to grow its business through
franchising, any impairment of the ability to develop new franchised stores will negatively affect Jiffy Lube.

Some state regulations also affect the ability of the franchisor to revoke or refuse to renew a franchise and
may limit Jiffy Lube’s ability to terminate, or otherwise resolve conflicts with, franchisees. Jiffy Lube seeks to
comply with applicable regu{lagory‘ requirements. However, given the scope of the Jiffy Lube business and the
nature of franchise regulations, compliance problems can be encountered from time to time.

ITEM 3. LEGAL PROCEEDINGS.

(a) 1Q Products. A lawsuit filed in June 1998 by IQ Products Company in the United States District
Court for the Southern District of Texas, Houston Division, claims Snap Products, Inc. and the Company,
which purchased certain Snap Products, Inc. assets in 1997, violated the Lanham Act in connection with the
manufacture and sale of a prior. formulation of Fix-a-Flat® tire sealant and inflator. The plaintiff claims that
Snap Products and the Company (i) should have labeled the product as *“flammable,” as allegedly required by
the Federal Hazardous Substances Act, and (ii) incorrectly advertised and labeled the product as containing a

“non-explosive formula.” Plaintiff’s complaint seeks unspecified damages. In July 2001, the court granted
defendants’ motion for summary judgement, dismissing all of Plaintiff’s claims. Plaintiff is appealing the
court’s dismissal. ' ‘

A similar suit has also been filed in the same United States District Court by Radiator Specialty
Company, in which the plaintiff alleges lost market share and wrongful interference with prospective business
relations. The plaintiff seeks unspecified monetary damages equal to defendants’ aileged unjust enrichment
and actual and future damages from alleged false advertising and tortious compet1t10n The Company is
contesting this action vigorously.

In January 2001, the plaintiff in the IQ Products litigation filed a second lawsuit against the Company in
the United States District Court for -the Southern District of Texas, Houston Division, claiming that the
Company has violated federal and Texas antitrust law in marketing its tire inflation and sealer products. The
plaintiff seeks unspecified actual and trebled damages, attorneys’ fees and interest. The Company is contesting
this action vigorously.




(b) California Scents. In January 2000, a lawsuit styled California Scents, Inc. v. Medo Industries, Inc.
was filed in the United States District Court for the Central District of California. The plaintiff alleges that it
is engaged in the manufacture and sale of automotive air freshener products in the United States and that the
defendant, Medo Industries, Inc., a subsidiary of the Company, has monopolized and attempted to
monopolize that business in violation of federal antitrust laws. The plaintiff also alleges that the defendant has,
in violation of California state law, tortiously interfered with the plaintiff’s prospective business relationships
and engaged in unfair business practices. The plaintiff claims that the defendant’s alleged actions have caused
the plaintiff to suffer actual damages of $16.0 million, plus $4.0 million per year for an unspecified number of
years into the future. The plaintiff seeks trebled damages, punitive-damages, restitution with respect to its
claim of unfair business practices and injunctive relief. The. Company is contesting this action vigorously.

{c) Marquez v. Pennzoil-Quaker State Company. A putative class action suit is pending in the 381st
Judicial District Court of Starr County, Texas against the Company, alleging that the Company breached
alleged warranties with respect to advertised product, breached alleged contractual obligations with purchasers
of advertised product and breached the Texas Deceptive Trade Practices Act due to certain advertisements of
the Company during calendar year 2000. No class has been CCI‘tlﬁCd The Company is'contesting this action
vigorously. ~

(d) Environmental Protection Agency Matters. As a result of informal negotiations with the EPA and
the Department of Justice, the Company has reached an agreement to resolve disputed issues arising under
the Clean Air Act, the Clean Water Act, and the Resource Conservation and Recovery Act in connection with
the Company’s former operation of a refinery in Shreveport, Louisiana by paying a civil penalty. No formal
proceedings have been initiated against the Company with respect to the disputed issues. The Company
believes the amount of the civil penalty will not have a matenal effect on its financial condition or results of
operations. : :

Separately, the EPA has initiated an admlmstratlve proceedmg alleging that certain activities of a used oil
collection and processing business formerly operated by the Company and its predecessors in Shreveport,
Louisiana  violated regulatory requirements under the Resource Conservation and Recovery Act. The
Company is currently evaluating its position with respect to these alleged violations. Although the Company
disputes the issues raised by the EPA, it anticipates that this matter will be settled by agreement of the parties,
including payment by the Company of a civil penalty, the amount of Wthh would not have a material adverse
effect on its financial condition or results of operations.

The Company is engaged in informal settlement discussions with local, state, and federal authorities
regarding allegations of violations of énvironmental laws at a fast oil change service center in Alexandria,
Virginia owned and operated by its Jiffy Lube subsidiary. No formal proceedings have been initiated regarding
these allegations, and the Company anticipates that this matter will be settled by agreement of the parties,
including payment of a civil penalty, the amount of Wthh would not have a rnaterlal adverse eﬂ“ect on its
financial condmon or results of operatlons

(e) Other. The Company is involved as a premise-owner defendant in numerous dshestos lawsuits,
pending primarily in Louisiana and West Virginia. The plaintiffs generally allege exposure to asbestos and
asbestos-containing products while working on the premises of the premise-owner defendants, and strict
liability and negligence actions against the premise-owner defendants, including the Company. The plaintiffs
do not allege that the Company manufactures any products containing asbestos. The plaintiffs generally allege
that asbestos-containing. products sold, distributed and supplied by the other defendants in the lawsuits were
defective and unreasonably dangerous and that those defendants were thus negligent in failing to warn the
plalntlffs of these dangers The Company is contesting these actions vigorously.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

There were no matters subm1tted to a vote of the Company’s securlty holders durlng the quarter ended
December 31, 2001.
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ITEM S.-K“l401(b) EXECUTIVE OFFICERS OF THE REGISTRANT. =~

(a) Set forth below are the names and ageé of the executive officers and other senior corpo_rate oﬁicers of
Pennzoil-Quaker State Company (at March 4, 2002). Positions, unless otherwise specified, are with Pennzoil-
Quaker State Company.

Ahnied Alim. (54) ' . R. Britton Mayo (50)

Senior Vice President and Chief Technology Chief Information Officer
Officer

James L. Pate (66) )

‘Douglas S. Boyle (44) Chairman of the Board

Group Vice President — Automotive Products
Linda F. Condit (54) L o James J. Postl (56)"”

Vice President and Corporate Secretary N ~ President and Chief, Executive Officer
Mark S. Esselman (45) '
Senior Vice President — Human Resources
Robert A. Falivene (42) -

Group Vice President — Global Supply Chain Raymond A. Scippa (44)

Marc¢ C. Graham (49) ‘ Vice President — Public Relations
Group Vice President — Jiffy Lube ' o '
Thomas P. Kellagher (45)

Group Vice President and Chzemeanczal O]ﬁcer

‘Michael J. Maratea (37) e - Laurie K. Stewart (42)
Vice President and Controller : S .. Vice President and Treasurer

Michael P. Schieffer (50)
Vice President — Administration

Paul- B. Siegel (56) i ‘
- Senior Vice President and General Counsel

(1) Director of Pennzoil-Quaker State Company and member of Executive Committee.

{b) Positions, unless specified otherwise, are with; Pénnz_oil-Quaker State Company..

Ahmed Alim — Senior Vice President’ and Chief Technology Officer since August 2000. Senior Vice
President — Research and Development from May 1999 to August 2000. Vice Premdent—Quahty and
Technology of Plzza Hut, Inc. /Tricon Global Restaurants Inc. prlor thereto

Douglas S. Boyle — Group Vice President —~Automot1v<, Products since December 2001. Pre31dent of
Automotive Products Group since November 2001. Group Vice President — Lubricants from March 2001 -
until December 2001. President — Lubricants division of the Company from February 2001 until December
2001. Vice President — Innovation and Technology of Pepsi-Cola North America from November 1998 to
February 2001. Vice President — Marketing: & Business.-Development — Fountain' Division of Pep51 -Cola
North America prior thereto.

Linda F. Condit — Vice President and Corporate Secretary since December 1998. Vice President and
Corporate Secretary of Pennzoil Company prior thereto. Vice President and Secretary of Pennzoil Products
Company from March 1998 to December 1998.

Mark S. Esselman — Senior Vice President — Human Resources since August 1999. Vice President —
Human Resources and Communications of Great Lakes Chemical Corporation from August 1997 to July
1999. Vice President — Human Resources in the Network Systems Division of USRobotics prior thereto.

Robert A. Falivene — Group Vice President — Global Supply Chain since December 2001. Senior Vice
President — Supply Chain Development from May 2000 until December 2001. Chief Procurement Officer —
Equiva Services, LLC from February 1998 to May 2000. Vice President — Supply Chain Management of
PepsiCo Restaurants, Inc. prior thereto.

Marc C. Graham — Group Vice President — Jiffy Lube since March 2001 and President — Jiffy Lube
International, Inc. since July 1999. Group Vice President — Fast Lube Operations from July 1999 to March
2001. President of Paccar Automotive Inc. prior thereto.
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Thomas P. Kellagher — Group Vice President and Chief Financial Officér since February 2000. Senior
Vice President — Business Development frorn January 1999 to February 2000. Principal of McKinsey &
Company, Inc. prior thereto.

Michael J. Maratea — Vice President and Controller since December 1998. Vice President and
Controller of Pennzoil Company prior thereto. Controller of Pennzoil Products Company from March 1998 to
December 1998.

R. Britton Mayo — Chief Information Officer since June 1999. Director — Information Technology
prior thereto.

James L. Pate — Chairman of the Board since December 1998. Chief Executive Officer from December
1998 to June 2000. Chairman of the Board of Pennzoil Company from May 1994 to August 1999, and Chief
Executive Officer of Pennzoil Company from May 1990 to December 1998. President of Pennzoil Company
from March 1990 to December 1997. 'Chief Executive Officer of Pennzoil Products Company. from
October 1998 to December 1998 and President of Pennzoil Products Company from March.1998 to
October 1998.

James J. Postl — Chief Executive Oﬁiéer since June 2000. President since Deéqmber 1998. Chief
Operating Officer from December 1998 to June 2000. President of Pennzoil Products Company from
October 1998 to December 1998. President of Nabisco Biscuit Company prior to February 1998.

Michael P. Schieffer — Vice President — Administration since August 1999, Assistant Treasurer from
December 1998 to August 1999. Assistant Treasurer of Pennzoil Products Company from March 1998 to
December 1998. Assistant Treasurer of Pennzoil Company prlor thereto.

Raymond A. Scippa — Vice President — Public Relations since April 2001. Director — Corporate
Communications from August 1999 to April 2001.-Manager — Media Relations from October 1998 to Apnl
2001. Director — Employee, Communlcatlons with'Continental Airlines, Inc. prior thereto.

Paul B. Siegel — Senior Vice President and General Counsel since January 2002. Vice President from
December 1998 to December 2001. Senior Vice President — Legal of Pennzoil Products Group prior thereto.
VICC Pres1dent of Pennzoil Products Company from March 1998 to December 1998.

Laurie K. Stewart — Vice President and Treasurer since August 1999. Assistant Treasurer from

December 1998 to July 1999. Manager — Corporate Finance of Pennzoil Company prior thereto. -Assistant
Treasurer of Pennzoil Products Company from March 1998 to December 1998.
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PART I

ITEM 5. MARKET FOR THE REGISTRANT’S COMMON EQUITY AND RELATED STOCK-
HOLDER MATTERS

The following table shows high and low sales prices for the common stock of Pennzoil-Quaker State as
reported on-the New York Stock Exchange (consolidated transactions reporting system), the principal market
in which the common stock is traded, and dividends paid per share for the calendar quarters indicated. The
common stock is also listed for trading on the Pacific Exchange. The common stock began trading “regular
way” on the New York Stock Exchange and the Pacific Exchange on December 31, 1998, the day following
the effective date of the spin-off and the acquisition of Quaker State Corporation. ‘

2001 ] 2000
Market Price Market Price
Quarter Ended High Low Dividends High Low Dividends
March 31 ..................... .. $1470 $11.25 $0.1875 $11.88  $8.38  $0.1875
June 30...... ...l $16.00 $10.01  $0.1875 $12.50 $9.44  $0.1875
September 30.......... ... ..... $13.15 $ 9.00 $0.0250 $13.25 $9.75  $0.1875

December 31 ................ ..., $15.14  $10.55 $0.0250 $13.00 $9.00 $0.1875

The closing sales price for the common stock of Pennzoil-Quaker State on December 31, 2001 was
$14.45 as reported on the New York Stock Exchange (consolidated transactions reporting system), the
principal market in which the common stock is traded.

As of December 31, 2001, Pennzoil-Quaker State had 17,316 record holders of its common stock.
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ITEM 6. SELECTED FINANCIAL DATA.

The following table contains selected financial data for the five years indicated: .
As of and for the Years Ended December 31

Restated
2001 2000 1999 1998 1997
o ) (Expressed in millions except per share amounts)
Revenues from continuing operations(l) ....... $2,314.7 $2,427.4  $2,327.3  $1,295.2  $1,261.6
Income (loss) from ) :
Continuing operations(2) .................. % (105 $ 43 0§ (11.3) $§ (43.8) $ (12.1)
Discontinued operations(3) ‘ '
Loss from operations, net of tax........... — (51.7) (300.4) (20.7) (10.4)
Estimated loss on disposal, net of tax ......: _ (22.5) (40.4) — — —
Loss before extraordinary item.............. (33.0) (87.8) (311.7) (64.5) (22.5)
Extraordinary item(4) ..................... (0.9) — — — —
‘ Net loss...... e .. $ (339) $§ (87.8) $(311.7) $ (645) $ (22.5)
Basic and diluted earnings (loss) per share
Continuing operations ..................... $ (0.13) $ 005 $ (0.14) $ (091) $ (0.25)
Discontinued operations c ~
Loss from operations .. ........... P, — {0.66) (3.86) (0.43) (0.22)
Estimated loss on disposal ............... (0.29)  -(0.51) — = —
Loss per share before extraordinary item ....... (0.42) (1.12) (4.00) (1.34) (0.47)
Extraordinary item(4) ............... ... ... {0.01) — — — —_
Total .. e $ (043) $ (L.12) $ (4.00) $ (1.34) $ (0.47)
Dividends per common share ................. $ 0425 § 0750 $ 0750 § — 3 —
Net assets of discontinued operations .......... $ — § 973 § 981 § 3911 $ 7144
Total @sSets . ... vii i $2,696.3  $2,801.1 $2,738.3  $3,111.9  $1,600.9
Total debt and capital lease obligations(5)...... $1,1979 $1,275.8 $1,110.0 §$1,1056 $ 458.6

Total shareholders’ equity .................... $ 7646 $ 8210 $ 961.4 $1,3526 $ 2773

(1) The decrease in revenues for the year ended December 31, 2001 compared to the year ended December 31, 2000 was primarily due
to the sale of non-strategic businesses in the lubricants segment and a decrease in volumes sold. The increase in revenues for the year
ended December 31, 2000 compared to the year ended December 31, 1999 was primarily due to an increase in lubricants prices
resulting from a significant increase in base oil prices and higher equity income due to higher base oil margins partially offset by a
decrease in sales volumes. The increase in revenues for the year ended December 31, 1999 compared to the year ended December 31,
1998 was primarily due to the acquisition of Quaker State Corporation. See “Management’s Discussion and Analysis of Financial .
Condition and Results of Operations” for additional information.

(2) The 2001 loss from continuing operations includes after-tax charges of $62.1 million ($102.7 million pretax). Included in 2001
operating income are charges of $77.1 million related to the Company’s restructuring program, $16.0 million to reflect an increase in
the allowance for doubtful accounts resulting from the Chapter 11 bankruptey filing of K-Mart, $4.7 million as a result of the
currency devaluation in Argentina, $1.2 million to reflect an increase in the allowance for doubtful accounts resulting from the impact
of economic uncertainty on certain customers in Argentina and $3.7 million related to other matters. The 2000 income from
continuing operations includes after-tax charges of $44.6 million ($73.6 million pretax). These charges include $10.0 million in
charges related to the sale of two of the Company’s blending and packaging plants, $34.4 million in charges related to the acquisition
of Quaker State, $29.0 million in charges associated with a general and administrative cost reduction effort and $0.2 million in
charges for other matters. The 1999 loss from continuing operations includes after-tax charges of $60.0 million ($95.8 million
pretax). These charges include $75.1 million in charges related to the acquisition of Quaker State, $13.9 million charges associated
with the closure of the Rouseville, Pennsylvania blending and packaging plant and $6.8 million charges in restructuring costs and
other matters. The 1998 loss from continuing operations includes after-tax charges of $59.4 million ($93.5 million pretax). These
charges include $10.6 million in expenses related to the acquisition of Quaker State, $29.6 million in charges for the impairment of
fast Iube assets required under Statement of Financial Accounting Standards (“SFAS”) No. 121, “Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to be Disposed Of,” $25.0 million in charges associated with the voluntary
withdrawal and reformulation of Fix-A-Flat® tire inflator products and $28.3 million in charges for litigation settlement expenses, net
loss on sales of assets and other matters. The 1997 loss from continuing operations includes after-tax charges of $13.3 million
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($22.0 million pretax) allocated to the Company by its former parent company. See.“Management’s Discussion and Analysis of
Financial Condition and Results of Operations” for additional information related to 1999 through 2001. ’

(3): Discontinued operations include an income tax benefit of $14.7 million for 2001, $60.1 million for 2000, $196.2 mllhon for 1999,
$13.5 million for.1998 and $6 8 million for 1997. See Note 14 of Notes to Consolidated Financial Statements for additional
information.

(4) During the year ended December 31, 2001 the Company chose to purchase and retire $45.4 million face amount of indebtedness
which resulted in,an extraordinary charge of $0.9 million ($1.5 million pretax), or $0.01 per share. See Note 5 of Notes to
Consolidated Fmancnal Statements for additional information.

(5) Includes current maturities of long-term debt and’ current portlon of capltal lease obhgatlons

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CON DITION AND
RESULTS OF OPERATIONS.

See the Segment Financial Informatlon included in Item 1 Busmess and Item 2. Propertles and the
Consolidated Financial Statements beginning on page F-3 and Summary of Significant Accounting Policies on
page F-7 for addltlonal information.

. Pennzoil-Quaker State Company is the result of the spin-off on December 30, 1998 of the lubncants
consumer products and fast oil change operations of Pennzoil Company and the acquisition by the Company
of Quaker State Corporation in a merger transaction immediately following the separation.

The Company and Conoco are equal partners in Excel Paralubes, which operates a base oil processing
facility located adjacent to Conoco’s refinery in-Lake Charles, Louisiana. Conoco operates the plant with
support positions staffed primarily by Conoco. Under a co-products sale and purchase agreement, certain co-
products produced at an adjacent Conoco facility are allocated -to Excel Paralubes and Conoco based upon
Excel Paralubes’ feed stream flow rates and compositions. Excel recently determined that the measurements
of the allocation of co-products between Excel and Conoco had been in error since the commencement of
Excel’s operations in 1997. As a result of this error, prev1ously reported pretax income of Excel Paralubes for
the year ended December 31, 2000 was overstated by $5.4 million and for the year ended December 31, 1999
was overstated by $1.8 million. Consequently, the Company has restated previously issued financial statements
to reduce net income of the Company for the year ended December 31, 2000 by $1.6 million (80.02 per share)
and for the year ended December 31, 1999 by $0.6 million ($0.00 per share). There was no impact on reported
cash flow or cash flows from operations. Under the co-products sale and ‘purchase agreement, no adjustment is
required for periods prior to 1999. The Company’s share of results from Excel Paralubes’ operanons are
included in the results of operations of the supply ‘chain investments segment.

Results of Operations . ‘ ‘ .

2001 Compared with 2000 . ‘ - ' .‘ o .

Net sales for' Pennzoil- Quaker State in 2001 decreased by $105.1 million, or a'pproximately 4.4%,
compared to 2000. The decrease in net sales was primarily a result of the dlsposmon of non- strategic operatmg
assets.

Loss from continuing operations was $10.5 million, or 13 cents per basic share, in 2001, compared to
income from continuing operations of $4.3 million, or 5 cents per basic share in 2000. Results from continuing
operatlons in 2001 included charges of $102.7 million primarily associated with a comprehenswe restructuring
program in the Company s lubncants consumer products and 1nternat10na1 segments

Results from continuing operations in 2000 included charges of $73.6 m11110n Included in these charges
were $10.0 million in charges associated with the sale of the Company’s Carson and San Antonio blending and
packaging plants, $34.4 million of costs associated with the Company’s acquisition of Quaker State,
$29.0 million in charges associated with a general and administr atlve cost reductlon plan and $0.2 million for
other matters.

In 2001, the Company recorded a $77.1 million charge to accrue’ costs associated w1th a restructuring
program to reduce costs and streamline operations. As part of the 2001 cost reduction plan, the Company’s
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lubricants segment took steps to reduce manufacturing and selling expense. The consumer products segment
consolidated the management and administration of its two marketing groups into one organization in Houston
at the end of 200i. The international segment exited low margin operations, facilities and distribution
channels. The 2001 charges related to the four operating segments are as follows: lubricants — $16.7 million;
consumer products — $22.2 million; international — $34.1 million; and other — $4.1 million. These charges
primarily included severance for approximately 670 administrative and operational employees. All of the
employees were terminated or were notified of a termination date by December 31, 2001. The severance
payments for the former employees are expected to be paid out over a minimum period of two months with a
maximum period of up to two years. As a result of these charges, the Company recorded a liability of
$28.1 million to reflect obligations for severance. The remaining total severance accrual at December 31, 2001
was $17.1 million recorded in other current liabilities and $2.8 million recorded in other liabilities. Included in
the $34.1 million of charges for the international segment were charges of $6.5 million associated with the
impairment of goodwill. These charges are recorded in cost -of sales; selling, general and admmlstratlve
expenses and depreciation and amortization expense in the statement of operations.

In 2000, the Company implemented a general and administrative cost reduction plan. As part of the
Company’s plan, approximately 400 employees were terminated and office space was consolidated. In 2000,
the  Company recorded a charge of $29.0 million associated with the plan. The accrued liability at
December 31, 2000 totaled $13.8 million. The accrued liability at the end of 2000 was reduced by
$11.5 million during 2001 and the remaining accrual at December 31, 2001 totaled $2.3 million.

During 2001, the Company chose to purchase and retire $45.4 million face amount of its notes due in
2002, and, as a result, recorded an extraordinary charge of $0.9 million ($1.5 million pretax), or $0.01 per
share. Reference is made to “— Capital Resources and Liquidity” for additional information.

Lubricants. Net sales for the lubricants segment were $1,265.3 million in 2001 compared to
$1,426.6 million in 2000. The 11.3% decrease in net sales was primarily due to the sale of non-strategic
operating assets in 2000 and 2001 and lower sales from remaining assets as a result of continued softness in the
passenger car motor oil market. Operating income for the lubricants segment was $116.2 million in 2001
compared to $140.0 million in 2000. Operating income in 2001 included charges of $21.1 million related to the
restructuring program and an increase in the allowance for doubtful accounts resulting from the Chapter 11
bankruptcy filing of K-Mart. Operatmg income in 2000 included charges of $16.2 million related to the
Quaker State acquisition. The decrease in operating income is primarily due to lower sales volumes as a result
of continued softness in the passenger car motor oil market.

Consumer Products. Net sales for the consumer products segment were $351.3 million in 2001
compared to $337.5 million in 2000. The 4.1% increase in net sales was primarily due to increased automotive
seat cover revenues as a result of the acquisition of Sagaz Industries in early March 2000, partially offset by
lower revenues from car wash and car cleaner products. Operating loss for this segment in 2001 was
$9.3 million compared to $29.9 million in operating income in 2000. The operating loss for 2001 included
charges of $33.8 million related to the restructuring program and an increase in the allowance for doubtful
accounts resulting from the Chapter 11 bankruptcy filing of K-Mart. Operating income decreased as a result
of lower margins negatively impacted by increased costs, a less profitable product mix and increased
promotional activities.

International. Net sales for the.international segment were $251.1 million in 2001 compared to
$250.6 million in 2000. Higher lubricant product sales prices and higher consumer car care products volumes
due to acquisitions completed in 2000 were partially offset by lower lubricant product sales volumes. Operating
loss in the international segment in 2001 of $27.8 million, compared to operating income of $11.2 million in
2000, was primarily the result of restructuring charges, the economic crisis in Argentina and lower product
margins partially offset by extensive reductions in selling, general and administrative expenses.

During 2001, the international segment extensively reviewed and restructured its global operations. This
restructuring included the termination of employees, the closure and consolidation of warehouses and
customer rationalization. Included in the 2001 results were charges of $34.1 million resulting from the
restructuring. '
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Also included in the 2001 results were charges of- $5.9 million associated with the Company’s operations
in Argentina as a direct result of the year-end economic conditions in that country and the subsequent
currency devaluation. The Company has an office and direct operations in Argentina that purchase products
primarily from the United States in U.S. dollars and sells locally to customers. Of the $5.9 million in charges,
$4.7 million was due to a foreign currency devaluation and $1.2 million was the result of an increase in
allowance for doubtful accounts as a result of the impact of economic uncertainty on certain customers. The
Company is currently considering other changes in the Argentina operations. Options being reviewed include
the establishment of local sourcing of product, reduction in size of current operations and change in sales mix
between direct and distributor sales. As of January 2002, the Company’s current investment in Argentma was
approximately $7 million.

Jiffy Lube. Net sales for the Jiffy Lube segment were $340.8 million in 2001 compared to net sales of
$331.9 million in 2000. The 2.7% increase in net sales is primarily due to higher comparable store sales
resulting from higher average ticket prices attributable to increased sales of additional products and services.
System-wide sales increased $81.4 million to $1,267.1 million in 2001 compared to $1,185.7 million in 2000 as
a result of an increased number of service centers open and an increase in the average ticket price. System-
wide average ticket prices increased to $43.41 in 2001, compared with $40.23 in 2000, also as a result of
increased sales of additional products and services. There were 2,157 service centers (including 465 company-
operated service centers) open in the United States as of December 31, 2001. Operating income for the Jiffy
Lube segment was $24.2 million in 2001 compared to $23.6 million in 2000.

During 2001, the Jiffy Lube segment acquired 18 centers for $2.3 million in cash and $0.6 million in -
receivables compared to six centers for $4.3 million in cash in 2000. During 2001, one real estate site was
acquired for $0.5 million in cash compared to five real estate sites for $1.4 million in cash and a note payable
of $0.1 million in 2000. During 2001, the Jiffy Lube segment sold 21 centers for $2.0 million in cash and notes
compared to the sale of 36 centers for $4.7 million in cash and notes in 2000. During 2001, 26 real estate sites
were sold for $10.4 million in cash and notes compared to 19 real estate sites for $6.3 million in cash and notes
in 2000. In addition, 13 centers were closed in 2001 compared to 38 centers in 2000.

Supply Chain Investments. Net sales for the supply chain investments segment, primarily intercompany
sales to the lubricants segment, were $300.6 million in 2001 compared to net sales of $277.5 million in 2000.
The 8.3% increase in net sales in 2001 compared to 2000 was primarily due to higher base oil prices and sales
volumes. Other income for the supply chain investments segment for.2001 was $36.5 million compared to
$16.2 million for 2000. Other income primarily represents the earnings from the Company’s Excel Paralubes
partnership with Conoco. The Company’s partnership earnings are recorded using the equity method of
accounting. The increase in equity income reflects Excel Paralubes’ increased base oil prices and sales
volumes. Operating income for this segment was $53.1 million for'2001 compared to $28.9 million for 2000.
The increase in income was due to higher equity earnings from Excel Paralubes in 2001 as a result of higher
base oil margins and higher volumes in 2001 compared to 2000. Volumes were lower in 2000 as a result of
scheduled maintenance downtime at Excel Paralubes in the fourth quarter of 2000.

Other. Other operating loss for 2001 was $4.0 million compared to operating income of $0.5 million for
2000. The operating loss in 2001 is primarily the result of charges taken for losses related to the sale of
receivables and losses incurred in the Company’s captive insurance subsidiary that reinsures the Company’s
workers’ compensation, automobile and general liability programs. The decrease in operating income for-2001
compared to 2000 was primarily due to gains on sale of assets in 2000.

* Corporate Administrative Expense. Corporate administrative expenses for 2001 were $62.3 million
compared to $108.3 million for 2000. Corporate administrative expenses for 2000 included $38.8 million
charges related to a general and administrative cost reduction effort and acquisition related expenses.

2000 Compared with 1999

Net sales for Pennzoil-Quaker State in 2000 increased by $71.2 million, or 3.1%, to $2,381.2 miHion,
compared to 1999. Net sales increased by 3% in the lubricants segment, 9% in the consumer products
segment, 17% in the international segment and 69% in the supply chain investments segment. Net sales in the
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Jiffy Lube segment decreased 22%, reflecting fewer company-operated service centers in operation during
.2000.

Net income from continuing operations was $4.3 million in 2000 compared to a net loss of $11.2 million
in 1999. Results from continuing operations for 2000 included charges of $73.6 million. Included in these
charges were $10.0 million related to the sales of the Company’s Carson and San Antonio blending and
packaging plants, $34.4 million of costs associated with the Company’s acquisition of Quaker State,
$29.0 million in charges associated with the 2000 general and administrative cost reduction plan and
$0.2 million for other matters. Results from continuing operations for 1999 included charges of $95.8 million.
Included in these charges were $75.1 million due to costs associated with the acquisition of Quaker State,
$13.9 million due to costs associated with the closure of the Rouseville blending and packaglng plant and
$6.8 million in restructuring costs and other matters.

‘ Lubrlcants, Net sales for the lubricants segment in 2000 increased by $46.9 million, or 3%, to
$1,426.6 million, compared to $1,379.7 million in 1999. The increase in nets sales in 2000 compared to 1999
was primarily due to higher average lubricant product prices. Operating income from this segment was
$140.0 million for 2000 compared to $127.6 million for 1999. Operating income from this segment in 2000
included $16.2 million of expenses associated with the acquisition of Quaker State. Operating income from
this segment in 1999 included $20.5 million of charges associated with the acquisition of Quaker State.

Consumer Products. Net sales for the consumer products segment in 2000 increased by $28.5 million,
. or 9%, to $337.5 million, compared to $309.0 million in 1999. The increase in net sales for 2000 compared to
1999 was. primarily due to higher product sales volumes. Operating income from this segment was
$29.9 million for 2000 compared to $32.2 million for 1999. Operating income in 2000 was reduced by
$4.3 million of expenses associated with the acquisition of Quaker State compared to $3.0 million of such

expenses in 1999. .

‘International. Net sales for the international segment were $250.6 miillion in 2000 compared to net sales
of $214.1 million in 1999. The increase in net sales in 2000 compared to 1999 is primarily due to acquisitions
completed toward the end of the first quarter of 2000 and higher lubricating product prices. Operating income
for this segment was $11.2 million in 2000 compared to $11.9 million in 1999. The decrease in operating
income was pnmanly due to lower margins resulting from higher lubricant costs.

Jiffy Lube. Net sales recorded by the Jiffy Lube segment decreased 22% in 2000 compared to 1999. The
decrease in net sales was primarily due to the sale of company-operated centers to franchisees. Net sales
reported by the Jiffy Lube segment consist of sales revenues from company-operated service centers, franchise
fees, royalty revenues and rental income. System-wide sales increased $85.2 million to $1,185.7 million in
2000 compared to $1,100.5 million in 1999 as a result of an increased number of service centers open and an
increase in the average ticket price. System-wide average ticket prices increased to $40.23 in 2000 compared
with $37.49 in 1999 as a result of increased sales of additional products and services. There were 2,143 service
centers (including 480 company-operated service centers) open in the United States as of December 31, 2000.
Jifty Lube reported operating income of $23.6 million in 2000 compared to an operating loss of $16.4 million
in 1999. Included in 2000 results are charges of $4.3 million for acquisition expenses and in 1999 results are
charges of $33.9 million for acquisition, legal and other expenses. The increase in operating income in 2000 is
primarily due to higher rent and royalty income and lower selling, general and administrative costs.

In 2000, the Jiffy Lube segment acquired six centers for $4.3 million in cash compared to 32 centers for
$26.2 million in cash in 1999. In 2000, five real estate sites were acquired for $1.4 million in cash and a note
payable of $0.1 million compared to none in 1999. In 2000, the Jiffy Lube segment sold 36 centers for
$4.7 million in cash and notes compared to the sale of 423 centers for $82.1 million in cash and notes in 1999.
In 2000, 19 real estate sites were sold for $6.3 million in cash and notes compared to the sale of four real estate
sites for $1.4 million in cash and notes in 1999, In addition, 38 centers were closed in 2000, compared to
120 centers closed in 1999.

Supply Chain Investments. Net sales for the supply chain investrhents segment, primarily intercompany
sales to the lubricants segment, were $277.5 million in 2000, compared to net sales of $164.3 million in 1999.
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‘The 69% increase in net sales in 2000 compared to 1999 was primarily due to higher base oil prices. Other
income for the:supply chain investment segment in 2000 was $16.2 million compared to $6.4 million in 1999.
Other income is primarily the earnings from the Excel Paralubes partnership with Conoco, which is recorded
using the equity method of accounting. The increase in equity income also reflects increased margins due to
higher base oil prices relative to supply costs. Operating income from this segment was $28.9 million in 2000
compared to $14.2 million in 1999. The increase in operating income was primarily due to higher base oil
margins.

Other. - Other operating income in 2000 was $0.5 million, compared to $3.4 millionin 1999. The decrease
in 2000 compared to 1999 was pnmanly due to. lower income from the Companys captive insurance
subsidiary. ‘ : : . _

Corporate Admmlstratlve Expense. Corporate. admmrstratlve expenses in 2000 were $108.3 million
compared to $81.8 million in 1999. The increase in 2000 compared fo 1999 is primarily due to charges .
associated wrth a general ‘and admrmstratlve cost reduction effort, partlally offset by lower merger related
expenses : ‘ o

Drscontmued Operatlons

The Cornpany s after-tax loss from drscontmued operatlons was $51.7 m11110n ($85.4 million pretax) for
the year ended December 31, 2000 and $300.5 million ($496.6 million pretax) for the year ended
December 31, 1999. The Companys estrmated after-tax loss on dlsposal of discontinued operations was
$22.5 million ($37 1 mllhon pretax) in 2001 and $4O 4 million ($66.8 mrlhon pretax) in 2000. See Note 14 of
Notes to Consohdated Fmancral Statements for additional 1nformat10n :

During 2000,the Company completed a-strategic review of its- manufactunng assets, including its refining
assets and speciality business. During the review, it evaluated the strategic and financial advantages and
disadvantages it derives from the vertical integration of its manufacturing and marketing capabilities. Based on
the results of this review, the Company began to withdraw from the refining business and to dispose of its
refineries and related assets. In 2001 and 2000, the Company sold the wax processing facilities and related
assets at the Rouseville, Pennsylvania refinery and its interest in the ‘Bareco wax marketing partnership, its
share of Penreco, a specialty industrial products partnership with Conoco and its Shreveport refinery to
Calumet, thus completing the Company s exit from the reﬁnmg business. Accordingly, the net assets and
results of ‘operations of the Company s reﬁnmg assets and specralty industrial products businesses have been
combined and reported as discontiniied operations in the accompanying financial statements.

In January 2002, the Company entered into an agreement to pay $20.3 million to terminate a contract
that had required the Company to continue to supply feedstocks to operations that had been discontinued and
sold. This charge, which represented an increase in the cost originally estimated to terminate this arrangement,
was recorded as a 2001 adjustment to the estimated loss on the disposition of discontinued operations. The
Company also increased its estimate of other accruals related to discontinued operations by $10.2 million
($16.8 million pretax) in 2001 and recorded the adjustment as additional estimated loss on disposition. During
2000, as a result of the Shreveport reﬁnery disposition, the Company recorded a pretax charge of
$131.3 million related to (a) $9.3 million in fixed asset impairments, (b) $34.6 million in environmental costs,
(¢) $59.1 million for working capital writedowns, (d) $26.7 million in contract buyouts, and (e¢) $1.6 million
in other disposal costs. '

Included in discontinued operations for 1999 is a pretax charge of $445.9 million under SFAS No. 121 to
reflect the write- down of the Company’s Rouseville and Shreveport refineries. ‘In addition, the Company also
accrued (a) $7.3 million in severance costs (b) $12.0 million in envrronmental costs for cleanup and removal
of tanks and equipment and (c) $14 8 mﬂhon in other drsposal costs '

Disclosures about Market Risk

Pennzoil-Quaker State is exposed to market risk, including adverse changes in interest rates, commodity
prices and foreign currency exchange rates. See Note 2, Note 5, Note 10 and Note 11 of the Notes to
Consolidated Financial Statements.
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Interest. At December 31, 2001, the fair value of the Company’s long-term debt was estimated to be
$1,037.6 million using quoted market prices or, where such prices were not available, discounted future cash
flows based on estimated year-end interest rates of debt with the same remaining average maturities and credit
quality. The carrying amount of the long-term debt at December 31, 2001 exceeded its fair value by
$98.7 million. A hypothetical 10 percent adverse change in market interest rates relative to the aforemen-
tioned securities would not have had a material effect on the Company’s results of operations for the fiscal year
ended December 31, 2001.

At December 31, 2001, the fair value of the Company’s notes receivable was estimated to be
$61.3 million using discounted future cash flows based on estimated year-end interest rates at which similar
loans have been made to borrowers with similar credit ratings for the same remaining maturities. The carrying
amount of the notes receivable at December 31, 2001 exceeded its fair value by $8.5 million. A hypothetical
10 percent adverse change in market interest rates relative to the aforementioned securities would not have
had a material effect on the Company’s results of operations for the fiscal year ending December 31, 2001.

Hedging Activities. Pennzoil-Quaker State enters into forward exchange contracts to reduce the impact
of foreign currency fluctuations on certain monetary liabilities and commitments denominated in foreign
currencies. The purpose of entering into these contracts is to minimize the impact of foreign currency
fluctuations on the results of operations. The unrealized gains and losses on these contracts are deferred and
recognized in the results of operations in the period in which the hedged transaction i$ consummated. During
the year ended December 31, 2001, the Company’s Canadian and French subsidiaries entered into Canadian
dollar and French franc foreign currency forward contracts to reduce the cash flow variability of U.S. dollar
purchases of inventory. The Company designated these forward contracts as cash flow hedges. Under
Statement of Financial Accounting Standards (“SFAS”) No. 133, gains and losses on the forward contracts
are recorded in other comprehensive income and then reclassified to earnings as the inventory is sold. As of
December 31, 2001, the Company had unrealized gains of $0.1 million associated with outstanding forward
currency contracts. As of December 31, 2001, the Company had $6.3 million of foreign currency forward
contracts utilized to minimize foreign currency fluctuations.

In connection with the issuance of $150.0 million of two-year fixed rate notes in December 2000,
Pennzoil-Quaker State entered into a fixed to floating interest rate swap to maintain its mix of variable rate
and fixed rate debt. The Company designated the swap as a fair value hedge and changes in the fair value are
recognized currently in earnings. At December 31, 2001, $104.5 million of the swap remained outstanding and
if terminated at that date, the Company would have received $3.8 million from the swap counterparty.

In January 2002, the Company entered into interest rate swaps relating to the $100.0 million of its
6.625% Notes due 2005 to adjust the mix of variable rate and fixed rate debt. The swaps were designated as
fair value hedges and changes in the fair value will be recognized currently in earnings.

Exchange and Commodity Risks. The Company may seek to limit foreign currency exchange risks
through the use of foreign currency borrowings and foreign currency forward contracts when practical. The
Company may seek to limit commodity risks through the use of commodity forward contracts and options
when practical. The Company cannot be sure that these strategies, if implemented, will be successful.

Purchases from Excel Paralubes

Pennzoil-Quaker State has a long-term agreement with Excel Paralubes to purchase 50% of its base oil
production volume from Excel Paralubes, or approximately 58% of the Company’s requirements, at contract
rates based on prevailing market prices. If the Company fails to purchase its contracted minimum volumes
from Excel Paralubes, the Company is obligated to pay to Excel Paralubes the profits that it would have
earned had the Company made such purchases. Base oil purchases from Excel Paralubes, net of rebates, were
$163.0 million for 2001, $149.8 million for 2000 and $106.9 million for 1999.
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Interest Charges, Net

Consolidated interest expense of $92.1 million in 2001 decreased $2.8 million, or 3%, compared to 2000,
primarily as a result of lower average debt balances and lower interest rates.

Cp{lsolidated‘intcrest expense of $94.9 million in 2000 increased $14.3 million, or 18%, compared to
1999. The increase .w‘as primarily due to an increase in- average long-term debt balances and interest rates.

Capltal Resources and quuldlty

qulﬂdlty The Company s ability to satisfy its dcbt obhganons and to pay principal and 1nterest on its
debt, fund working capital and make capital expenditures will depend upon its future performance, which is
subject to general economic conditions and other factors, some of which are beyond its control. Based on
current and anticipated levels of operations and conditions in the automotive consumer products markets, the
Company believes that cash flow from operations will be adequate for the foreseeable future to' make required
payments of interest on debt and fund working capital and capital expenditure requirements. In addition, the
Company has sufficient availability under its credit facilities to fund principal maturities, working capital
needs and capital expenditures if necessary. In the event of cash flow constraints, ¢apital expenditures could be
postponed to fund other obligations if required. Beginning in the third quarter of 2001, the Company reduced
- its ‘dividend to the equivalent of $0.10 per share annually. ’

Cash Flow. For purposes of the consolidated statement of cash ﬁows, all highly liquid investments
purchased with'a maturity of three months or less are considered to be cash equivalents. The effect of changes
in foreign exchange rates on cash balances has been immaterial. The Company had cash and cash equivalents
of $86.4 million at December 31, 2001, $38.3 million at December 31, 2000 and $20.2 million at
December 31, 1999. Cash flow generated from operating activities before changes in operating assets and
liabilities was $134.4 million for the year ended December 31, 2001, $144.7 million for the year ended
December 31,2000 and $133.8 million for the year ended December 31, 1999. The Company’s cash flow from
operations.for the year ended December 31, 2001 decreased $19.0 million compared to the same period in
2000, and cash flow from operations for the year ended December 31, 2000 increased $82.3 million compared
to the same period in 1999. The decrease in cash provided by operating activities during 2001 is due to an
increase in working capital as a result of higher inventories and payments associated with severance and
discontinued operations.’ See Note 2 of Notes" toA Consolidated Financial Statements for additional
information.’ S ‘ ‘

Capltal Expenditures. Capital expendlturcs were $51 9 million in 2001 $78.5 million in 2000 and
$70.6 million in 1999. The 2002 capital budget for the Company is estlmated to be approx1mately
$80.0 million. _ R

Net Operatmg Loss Carryforward. As of December 31; 2()01 the Company had a United States net
operating loss carryforward of approximately $471.4:million, which is avallable to reduce future federal income
taxes payable. Additionally, for the purposes of determining alternativé minimum tax, an approxiiate
$535.7 million net operating loss is available to offset future alternative minimum taxable income. If not used,
these carryovers will expire in years 2009 and 2018 to 2021. In addition, Pennzoil-Quaker‘State' also has a
separate return limitation loss of $4.0 million and an approximate $2.6 million net operating loss which is
available to offset alternative minimum taxablé income. Utilization of the separate return net operating losses,
to the extent generated in separate return years, is limited based on the separate taxable income of the
subsidiary, or its successor, generating the loss. If not used, these carryovers will expire in the years 2004 to
2007. A, valuation allowance of approximately $1.4 million has been established to offset the -portion of the
deferred tax asset related to the separate return limitation losses.expected to expire before their utilization. In'
addition, Pennzoil-Quaker State has. approximately $17.0 million of alternative minimum tax credits
indefinitely available to reduce regular tax liability to the extent it exceeds the related alternative minimum tax
otherwise due. All net operating loss and credit carryover amounts are subject to examination by tax
authorities. The Company also has state net operating loss carryforwards, the tax effect of which was
approximately. $60.8 million as of December 31, 2001. A valuation allowance of approximately $14.6 million
has beenestablished to offset the portion of this deferred tax asset related to state tax loss carryforwards

21



expected to expire before their utilization. Pennzoil-Quaker State has a net deferred tax asset of $302.3 mil-
lion as of December 31, 2001 and believes that it will generate sufficient future taxable income to realize this
asset. . ‘ ‘ R

Accounts Receivable. Current receivables-include trade accounts and notes receivable and are net of
allowances for doubtful accounts of $37.0 million at December 31, 2001 and $23.9 million at December 31,
2000. Long-term receivables consist of notes receivable and are net of allowances for doubtful accounts of
$0.9 miltion at December 31, 2001 and $1.8 million at December 31, 2000. In 2001, the Company provided a
$16.0 million charge to reflect an increase in the allowance for doubtful accounts resulting from the
Chapter 11 bankruptcy filing of K-Mart and $1.2 million to reflect an increase in the allowancé for doubtful
accounts resulting from the impact of economic uncertainty on certam customers in Argentlna ‘The Company
is currently shrppmg products to K-Mart.’ ' , , ; X

Pennzoil- Quaker State, through its wholly owned: sub51dlary, Pennzoﬂ Rece1vab1es Company (“PRC”),
sells certain of its accounts receivable to a third party. PRC is a limited purpose corporation.and its assets are
available solely to satisfy the claims of its .own creditors and not those of Pennzoil-Quaker State or its
affiliates. The receivables sales facility was renewed in November 2001 and provides for ongoing sales of up to
$110.0 million of accounts receivable until April 15, 2002 and $85.0 million thereafter until the facility expires
on October 14, 2002. The Company’s net accounts receivable sold under this facility totaled $110.0 million at -
December 31, 2001 and $149.1 million at December 31, 2000.

Current receivables included notes receivable of $20.7 million at December 31, 2001 and $15.2 million at
December 31, 2000. Other assets included long-term notes receivable of $49.1 million at December 31, 2001
and $36.3 million at December 31, 2000. The long-term receivables -are loans that are made to customers to
enhance their operations, including updating and -replacing signage and acquiring point-of-sale equipment.
Each loan requires a promissory note between the customer and the Company, and most require payment of
principal and interest. Similar to other incentive programs, product sales agreements normally accompany the
loans. The average interest rate applicable to long -term notes receivable was 5 6% dunng 2001 and 2000.

The Company maintains a lube center recelvable .purchase and sale agreement, which provrdes for the
sale of certain notes receivable up to $275.0 million to third parties through a wholly owned subsidiary,
Pennzoil Lube Center Acceptance Corporation (“PLCAC”). The program.is used to assist-purchasers of the
Company’s lubricants products in obtaining favorable long-term financing. The lubricant customers are the
primary obligors on the long-term loans. The cumulative sales amount limit was increased in June 2000 from
$220.0 million to $275.0 million. The assets of PLCAC are available solely to satisfy the claims of its own
creditors and not those of Pennzoil-Quaker State or its affiliates. The agreement terminates on  March 13,
2004 or on the date on which the aggregate purchase price reaches $275.0 million. Through December 31,
2001, the Company sold a total of $233.3 million of notes receivable under-this agreement, of which
$145.5 million were outstanding to the third party purchaser at December 31,,2001. Through December 31,
2000; the Company sold a total of $220.2 million. of notes receivable under- this agreement, of- which
$159.0 million were outstanding to the third party purchaser at. December 31, 2¢00.

Inventory. The Company had inventory of $199.6 mllhon at December 31, 2001 and $187.0 million at
December 31, 2000. The increase in inventory is prrmarlly due to the fourth quarter 2000 scheduled
maintenance downtrme at Excel Paralubes which forced a drawdown in volumes as usage exceeded production
and higher inventory in the consumer products segment in 2001 compared to 2000.

During 2000, 30% of the domestic lubricants 1nventory was liquidated as a result of an initiative to reduce
+ overall lubricant and motor oil inventory levels. The Company began consolidating distribution‘centers in 2000

and utilizing new forecastlng methods in order to decrease the amount of inventory on hand needed to meet
customer needs. : : :

The disposition of the Company’s remaining refining assets and specialty industrial products businesses in
2001 resulted in a significant change in the components of the Company’s inventory. The Company no longer
purchases crude oil for refining and does not carry crude oil or fuels in inventory. In 2000, the crude oil and
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fuels inventories were included in.discontinued operatlons The: remarmng 1nventor1es are pnmanly base oils,
lubricants and consumer products. : :

' Credit Facilities and Other Obligations. In November 2001, the Company entered into a $348.0 million
senior secured revolving credit facility. Under the facility, $325.0 million is available on a revolving basis until
November 2, 2004 and $23.0 million is available on a revolving basis until November 1, 2002. The credit
facility also provides for-letters of credit and borrowings in currenciés other than U.S. Dollars.

Borrowings under the credit facility bear interest at a rate equal to the sum of the base rate or a
Eurodollar rate plus an applicable percentage which'is based on the Company’s consolidated total leverage
ratio, as defined in the credit facﬂrty The Company had no outstandrng borrowmgs under this new facﬂrty at
December 31, 2001.

The credit facility is secured by ‘certain of the Company’s recéivables, intellectual property (including
trademarks, tradenames, copyrights and patents), inventory, and 4 pledge of the Company’s common stock
ownership of certain of it5'major subsidiaries. The credit facility is also unconditionally' guaranteed by certain
of the Company’s subsidiaries. The security and guarantees are shared on an equal basis' with certain other
debt totalling $931.8 mrlhon at Decémber 31, 2()01 . S '

The covenant prov151ons of the credit facﬂrty requlre the Company to maintain certain specified financial
ratios and consolidated net worth and contain .other customary covenants, including-covenants which limit the
Company’s and its subsidiaries’ ability to. (i) incur additional debt or issue subsidiary preferred stock,
(ii) increase aggregate dividends on the, Company’s capital stock above a certain amount, (iii) redeem or
repurchase capital stock, (iv) engage in transactions with affiliates, except on an arms-length basis, (v) create
liens or engage in sale and leaseback transactions, (vi) make some types of investments and sell assets, and
(vii) consolidate or merge with, or sell substantially all of its assets to, another person. The Company’s ability
to meet the financial ratios and tests can be affected by events beyond the Company’s control. The breach of
these covenants could permit the lenders to declare the loans 1mmed1ately payable and to terminate future
lending commitments. If the Company were unable to repay those amounts, the lenders under the Company’s
credit facility could proceed against the collateral granted to them to secure that 1ndebtedness The Company
was in comphance with all covenant provisions at’ December 31, 2001.

In November 2001, the Company issued $250.0 mrlhon of 10% Senlor Notes due 2008 Net proceeds of
$242 8 million were used to pay down all outstanding revolving - credit borrowmgs under the Company’s
previous revolvmg credit facility and 1ncrease cash on hand.

The indenture under which the 10% notes were issued contains covenants that, subject to exceptions,
restrict the ability of the Company and its subsidiaries to (i) incur-additional debt or issue subsidiary preferred
stock, (i) increase aggregate dividends on the Company’s capital stock above a certain amount, (iii) redeem
or repurchase capital stock, (iv) engage in transactions with. affiliates, except on an arms-length basis,
(v) create liens or engage in sale and leaseback transactions, (vi) make some types of investments and sell
assets, and (vii) consolidate or merge with, or sell substantially all of its assets to, another person. Some of the
covenants will no longer apply if the notes achieve specified credit ratings. The notes are unconditionally
guaranteed by certain of the Company’s subsidiaries that also guarantec the credrt fac111ty There are no
significant restrictions on the ability of sub51d1ar1es to make distributions to Pennzoﬂ Quaker State. The
breach of these covenants could permit the holders to declare the notes immediately payable The Company
was in compllance wrth all covenant prov151ons at December 31; 2001

Pnor to November 2001, the Company had a revolving credlt fac111ty wrth a group of banks that provided
for up to $450.0 million of committed unsecured revolving credit borrowings through December 13, 2001, with
any outstanding borrowings on such date being converted into a term .credit facility, terminating on
December 13, 2002. The revolving credit facility contained a covenant relating to net worth, and the Company
was in compliance as of December 31, 2000. There were borrowings of $195.0 milfion outstandlng under this
revolving credit facility at December.31, 2000. The average.interest rate applicable to borrowings under the
revolving credit facility was 5.7% .in 2001 and 7.5% during 2000. The net proceeds of the $250.0 million
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10% Senior Notes due 2008 were used to repay borrowings outstandlng under the revolving CI‘Cdlt facility and
the revolving credit facility was terminated upon completion of that offering.

Prior to December 2000, Pennzoil-Quaker State primarily used its commercial paper program to manage
its cash flow needs. During December 2000, the Company began using its revolving credit agreement in place
of . the commercial paper program. Borrowings under commercial paper facilities totaled $57.7 million at
December 31, 2000. The average interest rate applicable to outstanding commercial paper was 6.8% dunng
2000.

In December 2000, Pennzoil-Quaker State issued $150.0 million of 8.65% Notes due 2002. Net proceeds
of $149.1 million were used to reduce the Company’s commercial paper borrowings. The terms of the notes
provide that, in the event a rating on Pennzoil-Quaker State’s senior unsecured debt falls and remains below
investment grade, the coupon on the notes increases 0.75% to 9.40% and each noteholder has the option, at
any time on or after June 1; 2001, to require the Company to purchase its note at 100% of -the principal
amount thereof plus accrued and unpaid interest. During the year ended December 31, 2001, Standard and
Poor’s, Moody’s and Fitch lowered the senior unsecured debt rating for the Company’s debt below investment
grade. The notes, which are carried at fair market value due to the interest rate swaps discussed below, are
currently trading above 100% face value plus accrued interest. During 2001, the Company chose-to purchase
and retire $45.4 million face amount of the 9.40% Notes due in 2002 and, as a result, recorded an
extraordinary charge of $0.9 million ($1.5 million pretax), or $0.01 per share. As of December 31, 2001, the
$108.3 million carrying amount of indebtedness under Pennzoil-Quaker State’s 9.40% Notes due 2002
(formerly 8.65% Notes due 2002) has been classified as short-term. The Company intends to use cash on
hand and cash from operations to retire the notes upon maturity in November 2002. :

In connection with the issuance of $150 0 mllhon of two-year fixed rate notes in 2000, Pennzoil- Quaker
State entered into a fixed to floating interest rate swap to maintain its mix of variable rate and fixed rate debt.
The Company designated the swap as a fair value hedge.and changes in the fair value are currently recognized
in earnings. If the swap had been terminated at December 31, 2001, the Company would have received
$3.8 million from the swap counterparty. Under SFAS No. 133, the swap is designated as a hedge of the
changes in the fair.value of the fixed-rate debt attributable to changes in the market interest rates. Beginning
January 1, 2001, the swap was recognized at its fair value as an asset in the Company’s balance sheet and was
marked to fair value through earnings. The interest-related changes in the debt’s fair value are also recognized
in earnings. :

In connection with the acqﬁisition of Quaker State Corporation in' December 1998, Pennzoil-Quaker
State assumed the obligation for $100 million of Quaker State’s 6.625% Notes due 2005. In January 2002, the
Company entered into interest rate swaps relating to its 6.625% Notes due 2005 to adjust the mix of variable
rate and fixed rate debt. The swaps were designated as fair value hedges and changes in the fair value will be
recognized in earnings.

A Canadian subsidiary of the Company has a revolving credit facility with two Canadian banks that
provides for borrowings of up to US$8.9 million through October 2002. Outstanding borrowings under the
credit facility totaled US$7.5 million at Decembér 31, 2001. Previously, the credit facility provided for
borrowings of up to US$18.0 million and US$13.3 rhillion was outstanding at December 31, 2000. The average
interest rates apphcable to amounts outstanding under the credit facility were 5.3% during 2001 and 6 2%
during 2000. Pr1n01pa1 and interest are payable in Canadian dollars.

During 2000, a UK. subsidiary of the Company entered into a revolving credit facility with a bank that
provides for borrowings of up to US$20. 4 million through July 26, 2002. Outstanding borrowings under the
credit facility totaled US$6.7 million at December 31, 2001 and US$17.4 million at December 31, 2000. The
average interest rate applicable to amounts outstanding under the facility was 6.3% during 2001 and 6. 7%
during 2000. Principal and interest are payable in pounds sterling.

Borrowmgs under the Canad1an and U.K. revolving credit facilities are classified as short-term debt. B
The Company has a total of $50.6 mllhon net of discount, in pollution control bonds issued by three
authorities. Issuances by the Industrial Development Board of the Parish of Caddo, Inc. include $24.6 million
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issued December 23, 1996, $8.5 million issued December 19, 1997 and $11.8.million, net of discount, issued
December 22, 1998. The three issuances are scheduled for retirement on December 1, 2026, December 1,
2027 and December 1, 2028, respectively. Proceeds from the bonds were used to help fund pollution control
facilities in Louisiana. The interest rates for the bonds issued in 1996 and 1997 are currently reset weekly and
interest is paid monthly. The interest rate is fixed at 5.6% for the bonds issued in 1998 and interest is paid
semi-annually. Issuances by the Venango Industrial Development Authority and the Butler County Industrial
Development Authority of $3.4 million and $2.3 million, respectively, were issued on December 21, 1982 and
arc scheduled for retirement on December 1, 2012. The interest rate on both bond issuances is currently reset
weekly and interest is paid monthly.” Proceeds from the issuances were used to help fund pollution control
facilities in Pennsylvania. The average interest rate apphcable to the Company’s pollution control bonds was
2.9% in 2001 and 4.3% in 2000.

The Company has additional credit facilities and credit lines in Australia, Spain, India, Peru, Bolivia and
other countries with outstanding borrowings of $10 0 million as of December 31, 2001 and $21.1 million as of
December 31, 2000. :

At December 31, 2001, aggregated maturities of long-term debt were $133.7 million for 2002,
$0.5 million for 2003, $0.5 million for 2004, $100.5 million for 2005 and $0.3 million for 2006.

Pennzoil-Quaker State leases various assets and office space with lease periods of one to 20 years.
Additionally, Pennzoil-Quaker State leases sites and equipment which are subleased to franchisees or used in
the operation of fast oil change service centers operated by the Company. Certain operating and capital lease
payments are contingent upon such factors as the consumer price index or the prime interest rate with any
future changes reflected in income as accruable. The effects of these changes are not con51dered material. The
typical lease period for the service centers is 20 years. '

Future minimum commitments under noncancellable leasing arrangements as of December 31, 2001 are
as follows:

Amounts Payable

as Lessee
Capital Operating
Leases -Leases

(Expressed in thousands)

Year Ending December 31:

2002 . e $12,846 $ 78,682
2003 ... e e e 12,853 70,494
2004 .. e . 12,574 66,825
2005 11,859 . 61,525
2006 . . e e ... 10,763 56,240
Thereafter ........ ... ... oo, e [, .. 30,815 273,716
Net minimum future lease payments ......... ... ..., o $9L,710  -$607,482

See Notes 5 and 12 of Notes to Consolidated Financial Statements for additional information regarding
the Company’s indebtedness and credit facilities.

Off-Balance Sheet Items. The Company is a party to various financial instruments with off-balance-
sheet risk as part of its normal course of business, including financial guarantees and contractual commitments
to extend financial guarantees, credit and other assistance to-customers, franchisees and other third parties.
These financial instruments involve, to varying degrees, elements of credit risk which are not recognized in
Pennzoil-Quaker State’s consolidated balance sheet. ‘

Contractual commitments to extend credit and other assistance are in effect as long as certain conditions -
established in the respective contracts are met. Contractual commitments to extend financial guarantees are
conditioned on the occurrence of specified events. Pennzoil-Quaker State’s exposure to credit losses in the
event of nonperformance by the other parties to these financial instruments is represented by the contractual
or notional amounts. Decisions to extend financial guarantees and commitments and the amount of
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remuneration and collateral required are based on management’s credit evaluation of the counterparties on a
.case-by-case basis. The collateral held varies but may include accounts receivable, inventory, equipment, real
property, securities and personal assets. These commitments are expected to explre without being drawn upon.

Together with Conoco, Pennzoil- Quaker State also maintains a separate agreement with Excel Paralubes
to provide support to Excel Paralubes in the event of a quurdrty ‘cash flow deficit. Under this agreement,
Pennzoil-Quaker State could be obligated to provide up to $30 million in support. In addition, Pennzoil-
Quaker State has agreed with Conoco in the event Excel Paralubes has not maintained adequate reserves to
make payments in respect of major maintenance expenses, to pay to Excel Paralubes an amount equal to one-
half of the maintenance reserve shortfall, which amount will not exceed the amount of the distributions from
Excel Paralubes to the Company measured from the date of the failure to’ maintain reserves. Pennzoil-Quaker
State provides under its existing corporate insurance program protection for its interest in Excel Paralubes.
Pennzoil-Quaker State maintains both 'property and liability insurance. with reputable and financially viable
third-party insurérs. The Company is subject to a retention of $5 million per occurrence for property losses and
$10 million per occurrence for liability losses. The Company would be required to make capital contributions
to Excel Paralubes to cover the loss retentions. '

Following are the amounts related to the Company’s financial guarantees and contractual commitments
to extend financial guarantees credit and other a551stance as of December 31, 2001.

Amount of Commltment Expiration

Per Period
- Contract or
Nominal <1 ' '

. . Amounts .- Year 1-3 Years  4-5 Years  Over 5 Years
Financial guarantees — Excel Paralubes ....... $22462 § — 8§ — $ — $22,462
Financial guarantees — Jiffy Lube ............ . 6819 . — = — 6,819
Financial guarantees — surety bonds .......... 14,366 1,482 1,942 — 10,942
Financial guarantees —other ................ 4,661 925 1,850 1,850 36
Commitments to extend financial guarantees

Guarantees of letters of credit. ............. 34,540 —_— —_ —_ 34,540
Guarantees— Red River . ................. 6,511 636 1,126 950 3,799

Total ... .. $89,359  $3,043  $4,918 $2,800 $78,598

Financial Guarantees — Excel Paralubes. The Company’s investment in. Excel Paralubes is recorded
using the equity method. Accordingly, the assets and liabilities, including debt, are not consolidated in the
Company’s balance sheet. Excel Paralubes’ debt outstanding on December 31, 2001 totalled $597.3 million.
This debt is non-recourse to the Company except for a debt service reserve of $22.5 million as of
December 31, 2001, which could increase to as much as $28 million over the next seven years. See Note 3 of
Notes to Consolidated- Flnan01al Statements for additional information.

Financial guarantees — Jiffy Lube. The financial guarantees include guarantees made on behalf of Jiffy
Lube franchisees primarily with respect to real estate lease payment guarantees.

Financial guarantees — Surety Bonds. In the normal course of business, the Company has certain
performance obligations that are supported by surety bonds. The surety bonds guarantee that Pennzoil-Quaker
State or its subsidiaries will carry out contract obligations that the Company has agreed to perform, or will
compernsate other parties to the contract for losses resulting from, Pennzoil-Quaker State’s failure to perform.
As of December 31; 2001, the Company maintained surety bonds in the aggregate amount of approximately
$14.4 million for performance obligations that have not otherwise been recorded on the Company’s balance

. sheet.

Guarantees of letters of credit. Substantially all the financial guarantees relating to letters of credit are
associated with a lube center receivable purchase and sale facility ($33.0 million at December 31, 2001) that
the Company maintains through PLCAC. Pennzoil-Quaker State issues letters of credit. to the financial
institution holding the lubricants customers’ notes receivable guaranteeing 15% of the total receivables sold to
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the financial institution. For additional information on PLCAC, see Note 2 “— Receivables” of Notes to
Consolidated Financial Statements for additional information.

Asset Sales. The Company received net proceeds from asset ,saleé of $112.6 million during 2001, of
which $95.2 million was related to discontinued operations. The Company received net proceeds from asset
‘sales of $77.0 million in 2000, of which $28.0 million was related to discontinued operatlons The proceeds
from all of these asset sales have been used principally to reduce indebtedness.

Environmental. The Company is subject to certain laws and regulations relating to environmental
remediation activities associated with past operations, such as CERCLA, the Resource Conservation and
Recovery Act and similar state statutes. In response to liabilities associated with these activities, accruals have
been established when reasonable estimates are possible. Such accruals primarily include estimated costs
associated with remediation. The Company has not used discounting in determining its accrued liabilities for
environmental remediation, and no claims for possible recovery from third-party insurers or other parties
related to environmental costs have been recognized in the Company’s consolidated financial statements. The
Company adjusts the accruals when new remediation responsibilities are discovered and probable costs
become estimable, or when current remediation estimates are a'djusted“to reflect new information.

‘The Company and certain of its subsidiaries are alleged to be potentially responsible parties (“PRPs”) in
matters arising under CERCLA or similar state legislation with-respect to various waste disposal areas owned
or operated by third parties. In addition, the Company and certain of its subsidiaries are involved in other
environmental remediation activities, including the removal, inspection and replacement, as necessary, of
underground storage tanks. The Company does not currently believe there is a reasonable possibility of
incurring additional material costs in excess of the current accruals recognized for such environmental
remediation activities. With respect to the sites in which the Company or its subsidiaries are PRPs, the
Company’s conclusion is based in large part on (i) .the availability of defenses to liability, including the
availability of the “petroleum exclusion” under CERCLA and similar state laws, and/or (ii) the Company’s
current belief that its share of wastes at a particular site is or will be viewed by the EPA or other PRPs as
being de minimis. As a result, Pennzoil-Quaker State’s monetary exposure is not expected to be material
beyond the amounts reserved.

Liabilities for environmental expenditures are recorded when it is probable that obligations have been
incurred and the amounts can be reasonably estimated. See Note 7 of Notes to Consolidated Financial
Statements for a discussion of amounts recorded for these liabilities.

Litigation. Pennzoil-Quaker State and its subsidiaries are involved in various claims, lawsuits and other
proceedings relating to a wide variety of matters incident to the ordinary course of business. Management
currently believes that the outcome of all pending legal proceedings in the aggregate should not have a
material adverse effect on Pennzoil-Quaker State’s financial position or results of operations. It is. possible,
however, that charges could be required that would be significant to the operating results of a particular period.

Discussion of Critical Accounting Policies o C

In the ordinary course of business, the Company has made a number of estimates and assumptions
relating to the reporting of results of operations and financial condition in the preparation of its financial
statements in conformity with accounting principles generally accepted in the United States. Actual results
could differ significantly from those estimates under different assumptions and conditions. The Company
believes that the following discussion addresses the Company’s most critical accounting policies, which are
those that are most important to the portrayal of the Company’s financial condition and results and require
‘management’s most difficult, subjective and complex judgements, often as a result of the need to make
estimates about the effect of matters that are inherently uncertain.

- Revenue Recognition. Sales are recognized when revenue is realized .or realizable and has been earned,
generally at the time that product title passes to the customer:. Net sales reflect units shipped at selling list
prices reduced by discounts and allowances. The Company has various sales incentive-based arrangements
with customers including performance rebates, cooperative advertising programs and other incentive pro-
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grams. For “off-invoice” programs such as volume, cash, freight or any other discount that are taken directly
off the customer’s invoice, both revenues and receivables are reduced. For certain other programs, such as
cooperative advertising programs, the Company estimates a reduction in revenues and records a liability based
on historical participation factors. Sales discounts and allowances included in other current liabilities at
December 31, 2001 was $31.3 million and at December 31, 2000 was $32.9 million.

Inventories. Inventories are stated at the lower of cost or market value. Cost is principally determined
by the average cost method. The physical condition (e.g., age and quality) of the inventories is considered in
establishing its valuation. These adjustments are estimates, which could vary significantly, either favorably or
unfavorably, from actual requirements if future economic conditions, customer inventory levels or competitive
conditions differ from expectations.

Property, Plant and Equipment and Intangible Assets. Property, plant and equipment is initially
recorded at cost and depreciation is computed using either straight-line or accelerated methods over the
estimated useful lives of such assets. Through December 31, 2001, goodwill and tradenames were amortized
on a straight-line basis over periods ranging from 20 to 40 years. Changes in circumstances such as
technological advances, changes to the Company’s business model or changes in the Company’s capital
strategy can result in the actual useful lives differing from the Company’s estimates. In those cases where the
Company determines that the useful life of property, plant and equipment, goodwill or tradenames should be
shortened, the Company would depreciate the net book value in excess of the salvage value, over its revised
remaining useful life- thereby increasing depreciation expense. Factors such as changes in the planned use of
fixtures or software or closing of facilities could result in shortened useful lives.

Long-lived assets, including fixed assets, goodwill and other intangibles, are reviewed by the Company for
impairment whenever events or changes in circumstances indicate that the carrying amount of any such asset
may not be recoverable through estimated future cash flows from that asset. The estimate of cash flow is based
upon, among other things, certain assumptions about expected future operating performance. The Company’s
estimates of undiscounted cash flow may differ fronmi actual cash flow due to, among other things,
technological changes, economic conditions, changes to its business model or changes in its operating
performance. If the sum of the undiscounted cash flows (excluding interest) is less than the carrying value,
the Company recognizes an impairment loss, measured as the amount by which the carrying value exceeds the
fair value of the asset.

In June 2001, the Financial Accounting Standards Board issued SFAS No. 142, which requires, among
other things, that companies no' longer amortize goodwill, but instead test goodwill for impairment at least
annually. In addition, SFAS No. 142 requires that the Company identify reporting units for the purposes of
assessing potential future impairments of goodwill, reassess the useful lives of other existing recognized
intangible assets and cease amortization of intangible assets with an indefinite useful life. An intangible asset
with an indefinite useful life should be tested for impairment in accordance with the guidelines in
SFAS No. 142. SFAS No. 142 was adopted on January 1, 2002 and applied to all goodwill and other
intangible assets recognized at that date, regardless of when those assets were initially recognized. It also
requires the Company to complete a transitional goodwill impairment test within six months from the date of
adoption. The Company is also required to reassess the useful lives of other intangible assets within the first
interim quarter after adoption of SFAS No. 142. The Company expects that beginning in 2002 approximately
$36.7 million in annual goodwill amortization will no longer be required to be expensed. The Company expects
no material effect on its financial statements relating to the impairment provisions of SFAS No. 142.

" Pension Benefits. The Company sponsors pension and other retirement plans in various forms covering
substantially all employees who meet eligibility requirements. Several statistical and other factors which
attempt to anticipate future events are used in calculating the expense and liability related to the plans. These
factors include assumptions about the discount rate, expected return on plan assets and rate of future
compensation increases as determined by the Company, within certain guidelines. In addition, the Company’s
actuarial consultants also use subjective factors such as withdrawal and mortality rates to estimate these
factors. The actuarial assumptions used by the Company may differ materially from actual results due to
changing market and economic conditions, higher or lower withdrawal rates or longer or shorter life spans of
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participants. These differences may result in a significant impact to the amount of pension expense recorded
by the Company. Due to decreases in interest rates and declines in the income of assets in the plans, it is
expected that the pension expense for 2002 will be significantly higher than in recent years. Due to increases in
the health care costs trend rates, it is expected that postretlrement costs for 2002 will be higher than in recent
years : A

Other Matters

" The Company does. not currently consider the impact of inflation to be significant in the businesses in
which the Company operates

Risk Factors

In addition to the factors described under “Business — Competition” and “— Government Regulation”
and “Management’s Discussion and Analysis of Financial Condition and Results of Operations — Capital
Resources and Liquidity” and “— Discussion of Critical Accounting Policies,” the Company and its business
are subject to the following risk factors:

Raw Materials Price Increases. The raw materials for motor oil and lubricants consist primarily of base
oil and additives. The Company’s profitability is sensitive to changes in the costs of these commodity-like raw
materials caused.by changes in supply or other market conditions, over which the Company has little or no
control. When there are sudden or sharp increases in the cost of base oil or additives, the Company may not be
able to pass on these increases in whole or in part to customers through retail or wholesale lubricant price
increases, or the Company may be significantly delayed in its ability to do so..In addition, any rapid or
unexpected increase in the price of crude oil directly or indirectly resulting from war, armed hostilities,
terrorist acts or other incidents could cause a sudden or sharp increase in the cost of base oil. The Company
may not be able to pass on to its customers any future increased base oil or additive costs in the form of price
increases for its lubricants. Any inability to pass on these costs as price increases to its customers will reduce
the profit margm in the lubricants segment.

Downturn in Economy. Many factors affect the level of consumer spending in the automotive
lubricants and consumer products industries, including, among others, general business conditions, interest’
rates, gasoline prices, the availability of consumer credit and consumer confidence in future economic
conditions. Consumer purchases of lubricants, automotive engine treatments and fuel additives and automo-
tive appearance products generally are reduced during recessionary periods when disposable income is lower.
Moreover, consumer purchases of discretionary items could decline even more rapidly for many consumers
during recessionary periods. A downturn in the economies in which the Company sells its products could
adversely affect revenues.

Reduction in Demand for Lubricants and Oil Change Services. A reduction in the frequency of oil
changes could adversely affect the revenues of the lubricants and Jiffy Lube segments. When the retail cost of
gasoline increases, the number of miles driven by automobile owners typically decreases, which results in
fewer oil changes. In addition, some automotive manufacturers are increasing the recommended mileage
interval between oil changes for newer cars, which could lead to changes in consumer maintenance patterns. A
change in consumer maintenance patterns could result in oil changes becoming less frequent.

Response to Consumer Demands. The Company’s success in the consumer products segment depends
on its ability to identify, originate and define automotive consumer product trends as well as to anticipate,
gauge and react to changing consumer demands in a timely manner. The Company’s automotive consumer
products must appeal to a broad range of consumers whose preferences cannot be predicted with certainty and
are sub_]ect to rapid change.

In categories in which the Company competes, there are frequent introductions of new products and 11ne
extensions. If the Company is not able to identify emerging consumer and technological trends and to
maintain and improve the competitiveness of its products, the Company would lose its market position.
Continued product development and marketing efforts have all the risks inherent in the development of new
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products and line extensions, including developmeént delays, the failure of new products and line extensions to
achieve anticipated levels of market acceptance and the cost of failed product introductions.

‘Material Customers. * Some customers are material to the Company’s business and operations: The
Company’s five largest customers represented approximately 29% of net sales for the year ended December 31,
2001. Wal*Mart is the largest customer of the Company’s lubricants segment (23% of its net sales for the year

“ended December 31, 2001) and the consumer products segment (32% of its net sales for the year ended

December 31, 2001). The Company does not have long-term purchase agreements or other contractual
assurance as to future sales to any major customer. A loss of Wal*Mart or another material customer could
adversely affect the Company’s revenues and profitability. In addition, continued consolidation within the
retail industry has resulted in an increasingly concentrated retail base. To the extent such consolidation
continues to occur, the Company’s net sales and profitability may be increasingly sensitive to a deterioration in
the financial condition of, or other adverse developments involving the relationship with, one or more
customers. As a result of consolidation in the retail industry generally, and the leading market positions of
mass merchandisers such as Wal*Mart, customers are able to exert increasing pressure on the Company with
respect to pricing, product quality and new product introductions. In addition, some customers may outsource
various management and marketing functions, which could result in additional distribution costs.

Foreign Operations. The Company believes that its sales outside of the United States, which were 9%
of net sales for the year ended December 31,°2001, are likely to increase as a percentage of total sales. As a
result, the Company will increasingly face the risks created by having foreign operations including:

e €COonomic or political instability in the Company’s overseas markets; and
. ﬂuctuanons in foreign currency exchange rates that may make the Company s products more expensive
in its foreign markets or negatively impact its sales or earnlngs 4

These risks could have a signiﬁcant impact on the Company’s ability to sell its products on a timely and
competitive basis in foreign markets and may have a material adverse effect on the Company’s results of
operations or financial position. The Company’s operations outside the United States are also subject to the
risk of new and different legal and regulatory requirements in local jurisdictions, potential difficulties in staffing
and managing local operations, credit risk of local customers and distributors, and potentially adverse tax
consequences. In addition, the Company’s ability to identify, originate and define automotive consumer
product trends, as well as gauge and react to changing consumer demands, may be more difficult in forelgn
markets

Brand Names and Intellectual Property Rights. The Company believes that maintaining and develop-
ing its brand names, including Pennzoil®, Quaker State® and Jiffy Lube®, are critical to the Company’s
success and that the importance of brand recognition may increase as ¢ompetitors offer products similar to the
Company’s products. The Company incurs substantial marketlng expendltures to create and maintain brand
loyaIty as well as 1ncrease awareness of its brands

“The Company relies on trademark, trade secret, patent and copyright law' to protect its intellectual
property rights, including its brand names. The Company cannot be sure that these intellectual property rights
can be successfully asserted in the future or will not be invalidated, circumvented or challenged. In addition,
laws of some of the foreign countries in which the Company’s products are or may be sold do not protect
intellectual property rights to the same extent as the laws of the United States.

Debt. As of December 31, 2001, the Company had approximately $1.2 billion of total indebtedness,
including capital lease obligations, approximately $931.8 million of which was secured. The Company also had
a cash balance of $86.4 million intended to fund a significant portion of the repayment of principal of the
Company’s $104.5 million of- 9.40% Notes that mature in November 2002. The Company also has
$348.0 million available for borrowings and letters of credit under its credit facility, subject to customary
conditions. Subject to the restrictions in the credit facility and the indenture for the Company’s 10% notes, the
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Company may incur additional indebtedness from time to time. The level of the Company’s indebtedness
could have important consequences, including:

¢ limiting cash flow available for general corporate purposes, including capital expenditures and
acquisitions, because a substantial portion of the Companys cash flow from operations must be
dedicated to serv1c1ng the Company s debt;

+ limiting the Company’s ablhty to obtain additional debt financing on satisfactory terms in the future for
working capital, capital expenditures; research and development efforts, acquisitions and other general
corporate obligations;

+ limiting the Company’s flexibility in planning for, or reacting to, competitive and other changes in its
1ndustry and econom1c cond1t1ons generally, '

» creating a higher level of debt than some competltors of the Company, which may put the Company at
a competitive disadvantage;

 exposing the Company to risks inherent in interest rate fluctuations bécause some of the Compény’s
borrowings will be at variable rates of interest, which could result in h1gher interest expense in the
event of increases in interest rates; and

« increasing the Company’s vulnerability to geyneral economic downturns and adverse competitive and
industry conditions, which could place the Company at a competitive disadvantage compared to the -
Company’s competitors that are less leveraged.

The Company’s ability to make payments on and to refinance its indebtedness and its ability to fund

working capital and planning capital expenditures will depend on the Company’s ability to generate cash in the
future. ‘ .

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

The information required by Item 3035 of Regulation S-K is included under “Item 7. Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and Note 10 and Note 11 of the
Notes to Consolidated Financial Statements.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

The consolidated financial statements of Pennzoil-Quaker State, together with the report thereon of
Arthur Andersen LLP dated March 5, 2002 and the supplementary financial data specified by Item 302 of
Regulation S-K, are set forth on pages F-1 through F-46 hereof. (See Item 14 for Index.)

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE.

Not Applicable.
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PART IIT -

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT.

The information appearing under the captions “Nominees,” “Directors with Terms Expiring in 2003 and
2004” and “Compliance with Section 16(a) of the Exchange Act” set forth within the section entitled
“Election of Directors” in the Company’s definitive Proxy Statement to be filed pursuant to Regulation 14A
under the Securities Exchange Act of 1934 in connection with the Company’s 2001 Meeting of Shareholders
{the “Proxy Statement”) is incorporated herein by reference. See also Item S-K 401 (b) appearing in Part I of
this Annual Report on Form 10-K.

ITEM 11. EXECUTIVE COMPENSATION.

The information appearing under the captions “Director Remuneration™ set forth within the section
entitled “Election of Directors” and under the captions “Executive Compensation” and “Compensation
Committee Interlocks and Insider Participation” in the Proxy Statement is incorporated herein by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT.

The information appearing under the caption “Security Ownership of Directors and Officers” set forth
within the section entitled “Election of Directors” and under the caption “Security Ownership of Certain
Shareholders” set forth within the section entitled “Additional Informatlon in the Proxy Statement is
incorporated herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS.

The information appearing under the captions “Director Remuneration” set forth within the section
entitled “Election of Directors” and under the caption “Security Ownership of Certain Shareholders” set forth
within the section entitled “Additional Information” and under the caption “Compensation Committee
Interlocks and Insider Participation” in the Proxy Statement is incorporated herein by reference.
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PART IV

ITEM 14 EXHIBITS FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K.

(a) (1) Fmanc1al Statements and Supplementary Data.

Page
Report of Independent Public Accountants................. JE F-1
Consolidated Statement of Operations and Comprehe nsive Income ............ F-3
Consolidated Balance Sheet ............0....ccovvon... A F-4
Consolidated Statement of Shareholders’ Equity ......... e F-5
Consolidated Statement of Cash Flows ................... e F-6
Notes to Consolidated Financial Statements.............. . c.coviiveaiiin. F-7

" The supplémentary financial data specified by Item 302 of Regulation S-K are included in “Supplemen-
tal Financial Information — Unaudited” beginning on page F-45.

(@) 2) Financial Statement Schedules.

Schedules of the Company and its subsidiaries are omitted because of the absence of the conditions under
which they are required or because the required 1nformat1on 1s mcluded in the financial statements or notes

thereto

(2)(3) Exhibits.

Exhibit |
Number

*3.1;(a)

*31(b)

#32

'#3 3

*34 7

*4.1

EXHIBIT INDEX

Description of Exhibits

— Restated Certificate of Incorporétion of the Company (filed as exhibit 4.2 to the
Current Report on Form 8-K of the Company filed on December 29, 1998 (File
- NQ. 001-14501) and incorporated herein by reference).

— Certificate of Designations of Series A Junior Participating Preferred Stock of the
Company (filed as exhibit 3.1(b) to the Annual Report on Form 10-K of the
Company for the fiscal year ended December 31, 1999 (File No. 001-14501) and
incorporated herein by reference).

— By-Laws of the Company (filed as exhibit 3.2 to the Annual Report on Form 10-K
of the Company for the fiscal year ended December 31, 2000 (File No. 001- 14501)
and incorporated herein by reference).

— Form of Common Stock Certificate of the Company (filed as exhibit 3.5 to the
Registration Statement on Form S-4 of the Company (Registration
No. 333-61541) and incorporated hercin by reference).

— Rights Agreement dated as of December 18, 1998 between the Company and The
Chase Manhattan Bank (filed as exhibit 1 to the Current Report on Form 8-K of
the Company filed on December 18, 1998 (File No. 001-14501) and incorporated
herein by reference).

— Indenture, dated as of February 1, 1999 (the “Indenture”), between the Company
and Chase Bank of Texas, National Association, as Trustee (filed as exhibit 4.1 to
the Current Report on Form 8-K of the Company filed on March 30, 1999 (File
No. 001-14501) and incorporated herein by reference).
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Exhibit .
Number ‘ Description of Exhibits

*4.2 . — Officer’s Certificate dated as of March 30, 1999 delivered pursuant to Section 301 of
the Indenture, providing for the issuance of the Company’s 6%% Notes due 2009
and 7%% Debentures due 2029, including the form of Note and Debenture (filed as
exhibit 4.2 to the Current Report on Form 8-K of the Company filed on March 30,
1999 (File No. 001-14501) and incorporated herein by réference).

. The Company is a party to several debt instruments under which the total amount
of securities authorized does not exceed 10% of the total assets-of the Company and

~ its subsidiaries on a consolidated basis. Pursuant to paragraph 4(iii) (A) of
Item 601(b) of Regulation S-K, the Company agrees to furnish a copy of such
instruments to the Securities and Exchange Commission upon request.

~10.1 .. — Credit Agreement dated.as of November 2, 2001 among thc Company and the
lenders named therein. _ . S ’
1*10.2(a) — Pennzoil-Quaker State Company 1998 Incentive Plan (ﬁled as exhibit 4.3 to the

Registration Statement of the Company on Form S-8 (Registration No.
333-69837) and incorporated herein by reference).

110.2(b) — 2001 Conditional Stock Unit Award Program under the 1998 Incennve Plan of
Pennzoil-Quaker State Company. ‘
1*10.2(c) — Pennzoil-Quaker State Company 2001 Incentive Plan (filed as exhibit 4.3 to the

Registration Statement of the Company on Form S-8 (Registration
No. 333-60662) and incorporated herein by reference).

+10.2(d) — Form of Nonqualified Stock Option Agreement for the 2001 Incentive Plan of
Pennzoil-Quaker State Company and executive officers of the Company.
110.2(e} — 2001 Restricted Stock Unit Award Program under the 2001 Incentive Plan of

Pennzoil-Quaker State Company.

1*10.3(a) — Pennzoil-Quaker State Company 2000 Long-Term Performance Incentive Program

' (filed as exhibit 10.3(b) to the Annual Report on Form 10-K of the Company for
the fiscal year ended December 31, 2000 (File No. 001-14501) and mcorporated
herein by reference).

110.3(b) — Pennzoil-Quaker State Company 2001 Long-Term Performance Incentive

Program.
+10.3(¢) — Pennzoil-Quaker State Company 2002 Long -Term Performance Incentive
Program ‘ '
| T10.4 R Pennzoil-Quaker State Company Non-Qualified Savings and Investment Plan.
1*10.5 — 2000 Stock Option Plan of Pennzoil-Quaker State Company (filed as exhibit 4.3 to

the Registration Statement of the Company on Form S-8 (Registration No. 333-
36036) and incorporated herein by reference).

110.6(a) — Form of Severance Agreement between Pennzoil-Quaker State Company and
“executive officers of the Company.

$10.6(b) ~ — Form of Amendment to Severance Agreement between Pennzoil-Quaker State
Company and executive officers of the Company.

T*10.7 - — Form of Indemnification Agreement between Pennzoil-Quaker State Company and
directors and executive officers of the Company (filed as exhibit 10.7 to the
Registration Statement of the Company on Form S-4 (Registration
No. 333-61541) and incorporated herein by reference).
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Exhibit
Number =+ Description of Exhibits

F*10.8 -~ — Pennzoil-Quaker State Company . Deferred Compensation Plan (filed as
exhibit 10.4 to the Annual-Report on Form 10-K of the Company for the fiscal year
~ended December 31,-1998 .(File No. 001-14501) and incorporated herein by
reference). - . \

+*10.9 ‘-~ Deferred Compensation Plan for Non-Employee Directors of Pennzoil-Quaker
State Company (filed as exhibit 4.3 to the Registration Statement of the Company
~on Form S-8 (Reglstratlon No. 333- /4434) and incorporated herein by reference).

+*10.10 — Pennzoil- Quaker State Company Medlcal Expenses Reimbursement Plan (filed as
: exhibit 10.5 to the Anmial Report on Form 10-K of the Company for the fiscal year
- ended December 31, 1998 (File' No. 001-14501) and incorporated herein by

reference). ‘ : '

t*10.11  — Pennzoil-Quaker State Company Supplemental ‘Disability Plan (filed as
’ exhibit 10.6 to the Annual Report on Form 10-K of the Company for the fiscal year
ended December 31, 1998 _(File' No. 001-14501) and incorporated herein by

reference) ' ‘

1*10.12(a) — Pennzoﬂ Quaker State Company Salary Continuation Plan (filed as exhibit 10.7 to
the Annual Report on Form 10-K of the Company for the fiscal year ended
‘December 31, 1998 (F11e No. 001 14501) and incorporated herein by reference).

T*10.12(b) —Flrst Amendment to the Pennzoﬂ- zuaker State Company Salary Continuation
Plan effective June 1, 2000 (filed as exhibit 10.8(b) to the Annual Report on
Form 10-K of the Company for the fiscal year ended December 31, 2000 (File
No. 001-14501) and incorporated herein by reference).

+*10.13. — Pennzoil-Quaker State Company. Supplemental Life Insurance Plan (filed as
exhibit 10.8 to the Annual Report on Form 10-K of the Company for the fiscal year
ended December 31, 1998 (File No. 001-14501) and incorporated herein by
reference). ‘

110.14 — Pennzoil-Quaker State Company Execut1ve Severance Plan, as amended and
restated effective October 4, 2001,

1*10.15 — Form of Pennzoil-Quaker State Company Supplemental Medical and Retirement
Benefits Agreement (filed as-exhibit 10.10 to the Annual Report on Form 10-K of
the. Company for the fiscal year ended December 31 1998 (File No. 001-14501)
and incorporated herein by referénce).

*10.16 — Form of Pennzoil-Quaker State Company Benefits Acceleration Agreement (filed
p g

as exhibit 10.12 to the Annual Report on Form 10-K of the Company for the fiscal

year ended December 31, 2000 (File No. 001-14501) and incorporated herein by

reference).
+10.17 — Form of Tax Protection Agreement
+*10.18 — Consulting Agreement between the Company and James L. Pate dated May 4,

2000 (filed as exhibit 10.13 to the Annual Report on Form 10-K of the’Company
for the fiscal year ended December 31 2000 (File No. 001-14501) and incorporated
herein by reference). co .

+*10.19(a) — Amendment to Deferred Compensation Agreement between the Company and
James L. Pate dated May 4, 2000 (filed as exhibit 10.14(a) to the Annual Report
on Form 10-K of the Company for the fiscal year ended December 31, 2000 (File
No. 001-14501) and incorporated herein by reference).
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Exhibit
Number Description of Exhibits

*10.19(b) — Second Amendment to Deferred Compensation Agreement between the Company
and James L. Pate dated July 13, 2000 (filed as exhibit 10.14(b) to the Annual
Report on Form 10-K of the Company for the fiscal year ended December 31, 2000
(File No. 001-14501) and incorporated herein by reference).

+10.19(c) — Supplement to Deferred Compensation Agreement between the Company and
James L. Pate dated September 20, 2001.
+10.19(d) — Second Supplement to Deferred Compensation Agreement between the Company
and James L. Pate dated November 28, 2001.
1*¥10.20(a) — Deferred Compensation Agreement between the Company and James J. Postl

dated May 4, 2000 (filed as exhibit 10.16(a) to the Annual Report on Form 10-K of
the Company for the fiscal year ended December 31, 2000 (File No. 001-14501)
and incorporated herein by reference).
+*10.20(b) = — First Amendment to Deferred Compensation Agreement between the Company
" and James J. Postl dated July 13, 2000 (filed as exhibit 10.16(b) to the Annual
Report on Form 10-K of the Company for the fiscal year ended December 31, 2000
(File No. 001-14501) and incorporated herein by reference).

+10.20(c) — Second Amendment to Deferred Compensation Agreement between the Company
and James J. Postl dated September 20, 2001.
+10.21 — Benefit Acceleration Agreement between the Company and James J. Postl dated
September 20, 2001. .
+10.22 — Retention Agreement between the Company and James J. Postl dated
September 20, 2001.
+10.23 — Form of Change in Control Amendment.
12 — Computation of Ratio of Earnings to Fixed Charges for the years ended
‘ December 31, 2001, 2000, 1999, 1998, and 1997.
21 — Subsidiaries of Pennzoil-Quaker State Company.
23.1 — Consent of Arthur Andersen LLP.
23.2 — Consent of PricewaterhouseCoopers LLP.
24 — Powers of Attorney. i
99.1 — Consolidated Financial Statements of Excel Paralubes
99.2 — Pennzoil-Quaker State Company Savings and Investment Plan (As Amended and
Restated January 1, 2001). :
99.3. — First Amendment to the Pennzoil-Quaker State Company Savings and Investment
' Plan. ‘
99.4 — Pennzoil-Quaker State Company Savings and Investment Plan For Hourly
Employees (As Amended and Restated January 1, 2001).
99.5 — First Amendment to the Pennzoil-Quaker State Company Savings .and Investment

Plan For Hourly Employees.

* Incorporated by reference as indicated.

t Management contract or compensatory plan or arrangement required to be filed as an exhibit pursuant to
the requirements of Item 14(c) of Form 10-X.

(b) Reports on Form 8-K. ’
No reports on Form 8-K were filed during the quarter ended December 31, 2001.
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SIGNATURES
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

PENNZOIL-QUAKER STATE COMPANY

/s/  JAMES J. POSTL

(James J. Postl, President and
Chief Executive Officer)

By:

Date: March 12, 2002

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below
by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ JAMES J. POSTL Principal Executive Officer March 12, 2002
(James J. Postl, President, and Director
Chief Executive Officer and Director)
/s/ THOMAS P. KELLAGHER Principal Financial and March 12, 2002
(Thomas P. Kellagher, Group Vice President and Chief Accounting Officer
Financial Officer)
H. JoHN GREENIAUS* W
FORREST R. HASELTON*
BERDON LAWRENCE*
JamEs L. PATE*
TERRY L. SAVAGE* A majority of the Directors
BRENT SCOWCROFT* of the Registrant March 12, 2002
GERALD B, SMITH*
J

LorNE R. WaAXLAX*

MICHAEL J. MARATEA
(Michael J. Maratea, Attorney-In-Fact)

*By: s/
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To Pennzoil-Quaker State Company:

We have audited the accompanying consolidated balance sheet of Pennzoil-Quaker State Company (a
Delaware corporation) and subsidiaries, as of December 31, 2001 and 2000, and the related consolidated
statements of operations and comprehensive income, shareholders’ equity and cash flows for each of the three
years in the period ended December 31, 2001. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial statements based on our
audits. We did not audit the financial statements of Excel Paralubes (a 50%-owned equity investee of
Pennzoil-Quaker State Company), the investment in which is reflected in the accompanying financial
statements using the equity method of accounting. The Company’s equity interest in the earnings of Excel
Paralubes was $36.1 million, $16.2 million and $6.4 million for the years ended December 31, 2001, 2000 and
1999, respectively. The summarized financial data for Excel Paralubes contained in Note 3 are derived from
the financial statements of Excel Paralubes. The financial statements of Excel Paralubes were audited by other
auditors whose reports have been furnished to us, and our opinion, insofar as it relates to the amounts and
disclosures included for Excel Paralubes, is based solely on the reports of the other auditors.

We conducted our audits in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall |
financial statement presentation. We believe that our audits and the reports of the other auditors provide a
reasonable basis for our opinion.

As explained in Note 3, the consolidated financial statements have been restated to reflect restatements
of the financial statements of Excel Paralubes that result in decreases in the Company’s investment in Excel
Paralubes as of December 31, 2000 and its equity interest in the earnings of Excel Paralubes for the two years
in the period ended December 31, 2000.

In our opinion, based on our audits and the reports of the other auditors, the financial statements referred
to above present fairly, in all material respects, the financial position of Pennzoil-Quaker State Company and
subsidiaries as of December 31, 2001 and 2000, and the results of their operations and their cash flows for each
of the three years in the period ended December 31, 2001, in conformity with accounting principles generally
accepted in the United States.

ARTHUR ANDERSEN LLP

Houston, Texas
March 5, 2002
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——

PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF OPERATIONS AND COMPREHENSIVE INCOME

Year Ended December 31
Restated (Note 3)
2001 2000 1999

(Expressed in thousands except for
per share amounts)

REVENUES |
Net SAlES . oot e $2,276,154  $2,381,220  $2,310,056
Other INCOME, MY .. ..ot e e 38,570 46,151 17,229

2,314,724 2,427,371 2,327,285
COSTS AND EXPENSES

Costofsales......ooooviiii i i 1,606,329 1,618,501 1,544,032

Selling, general and administrative ................... o 489,221 538,593 503,787

Depreciation and amortization ........... . i, 110,343 96,070 100,462

Acquisition-related expenses (Note 2) ..................... — 34,400 75,077

Charges related to asset disposals (Note 2) ................. —_ 9,952 13,910

Taxes, other than income ............................. ... 18,788 14,081 12,897

Interest charges ........ . ... o i 92,079 94,895 80,588
INCOME (LOSS) FROM CONTINUING OPERATIONS ‘

BEFORE INCOME TAX ... ... (2,036) 20,879 (3,468)
Income tax Provision .. ... ... ..iiiiiiiiiiiiiaiinnninn.n 8,505 16,595 7,790
INCOME (LOSS) FROM CONTINUING OPERATIONS. .. (10,541) 4,284 (11,258)
DISCONTINUED OPERATIONS: ‘ '

Loss from operations, net of taxes . ........................ — (51,665) (300,459)
.Estimated loss on disposal, net of taxes .................... (22,467) (40,431) —
LOSS BEFORE EXTRAQRDINARY ITEM ................ (33,008) (87,812) (311,717)
Extraordinary item, net of taxes............... e ] (937) — —
NET LOSS . i e $ (33945) §$ (87,812) §(311,M17)

BASIC AND DILUTED EARNINGS (LOSS) PER SHARE

Continuing operations ............... ... ... ... ... $ - (013) § 005 §$ (0.14)

Discontinued operations:

" Loss from operations . ...... P — (0.66) (3.86) .

Estimated loss on disposal .......... ... . ... . ... ..., {0.29) (0.51) —

Total before extraordinary item ........................... : (0.42) (1.12) (4.00)

Extraordinary item . ....... ... ... i e (0.01) — —
NETLOSS ..................... P $§  {043) $  (112) §  (4.00)
NET LOSS .. $ (33,945) $ (87,812) $ (311,717)
Other comprehensive income (loss), net of tax: o

Foreign currency translation adjustment .................... 1,666 30 7,172

Unrealized loss on investment in securities.................. 27 (185) (1,420)

"Excess pension liability ......... ... . ... (643) (451) (362)

Total other comprehensive income (loss) ................... 996 (606) 5,390
COMPREHENSIVE LOSS ... ... $ (32,949) § (88,418) § (306,327)

See Notes to Consolidated Financial Statements.
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEET

ASSETS
As of
December 31
2000
Restated
2001 (Note 3)
(Expressed in thousands
: . except share amounts)
CURRENT ASSETS
Cash and cash equivalents ......... .. ... initur i $ 86,412 $ 38263
ReCeIvables . ... e e e, 269,515 315,710
IVEntOrIES . . . e 199,641 186,999
O e CUITENT ASSETS .+ v v vt vttt ettt et e ettt et e et et a e et e 66,778 52,775
TOTAL CURRENT ASSETS ... e et e 622,346 593,747
PROPERTY, PLANT AND EQUIPMENT, at cost '
LUbricants . . .. e 290,782 285,343
Consumer Products . ... ... i e s 38,199 32,279
International .. .. ... . e e 40,986 43229
JIEY Lube . oo e 357,952 368,153
Other ...... e e e e e 103,738 98,062
TOTAL PROPERTY , PLANT AND EQUIPMENT ...................... 831,657 827,066
Less accumuLated depreciation and amortization . ........ ... ... i el 392,676 350,932
NET PROPERTY, PLANT AND EQUIPMENT ......................... 438,981 476,134
DEFERRED INCOME TAXES ... . e e 266,805 282,198
OTHER ASSETS . ‘ :
Goodwill and other intangibles . .. ... ... .. . 1,118,039 1,139,413
10 11 1 T3 AP 250,146 212,316
o 1,368,185 1,351,729
NET ASSETS OF DISCONTINUED OPERATIONS . ....... ... ... ... .iviin.. — 97,259
TOT AL ASSET S o e e e e e e e e $2,696,317 $2,801,067
LIABILITIES AND SHAREHOLDERS’ EQUITY
CURRENT LIABILITIES ‘
Current maturities of long-term debt. . ... ... ... ... . i $ 133,733 $ 13,786
Accounts payable .. ... e 163,537 166,056
Payroll accrued . ... ... . . 14,058 17,215
Other current liabilities ... ... ... e e 141,936 121,515
TOTAL CURRENT LIABILITIES .......... ... i, 453,264 318,572
LONG-TERM DEBT, less current Maturities . . .. ..ottt 1,002,554 1,194,426
CAPITAL LEASE OBLIGATIONS ..........: e 55,329 61,861
OTHER LIABILITIES ... e et e 420,619 405,229
TOTAL LIABILITIES ... .. i e e 1,931,766 1,980,088
COMMITMENTS AND CONTINGENCIES (Note 7)
SHAREHOLDERS’ EQUITY
Common stock, par value $0.10 per share — authorized 100,000,000 shares, issued
and outstanding shares of 79,664,117 at December 31, 2001 and 78,778,032 at
December 31, 2000 ... ... i 7,966 7,878
Additional capital . .. ... ... e 1,523,165 - 1,513,130
Accumulated deficit. ... ... S PP (762,131) (694,584)
Accumulated other-comprehensive 10ss ... ...... ... .o it (4,090) (5,086)
Common stock in treasury, at cost, 34,259 shares in 2001 and 2000................ "~ (359) (359)
TOTAL SHAREHOLDERS EQUITY ... ..o i nen 764,551 820,979
TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY .............c.. .. $2,696,317 $2,801,067

See Notes to Consolidated Financial Statements.




PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF. SHAREHOLDERS’ EQUITY

j_

Year Ended December 31

Restated (Note 3)

2001 2000 1999
Shares Amount Shares Amount Shares Amount
- (Expressed in thousands)
COMMON STOCK, $0.10 par —

Authorized 100,000 shares . ' - :

Balance, January 1........... e 78,778  § 7,878 78,286 § 7,829 77,620 ¢ § 7,762
Sharesissued ..................v..... 886 - 88 .. 492 49 666 < 67

Balance, December 31.................. L 79,664 7,966 78,778 ' 7,878 78,286 7,829

ADDITIONAL CAPITAL - ’ , '
Balance, January 1,..................... 1,513,130 1,506,041 1,532,531
Adjustment to capital contribution from ' o
former parent .......... ... ... — . — (31,368)
Shares issued ........... ... .. ....... 10,035 v 7,089 4,878
Balance, December 31..-.... .. P 1,523,165 1,513,130 1,506,041
ACCUMULATED DEFICIT el : L

Balance, January 1...................... (694,584) (547,959) (177,867)
Netloss.......... P (33,945) (87,812) (311,717)
Dividends on common stock ............ (33,602) (58,813) (58,375)

Balanceé, December 31:............. ... .. (762,131) (694,584) (547,959)

ACCUMULATED OTHER e

COMPREHENSIVE LOSS ' : CL ' .

Balance, January 1...................... - (5,086) (4,480) . (9,870)
Foreign currency translation adjustment .. 1,666 . 30 7,172
Unrealized loss on investment in securities (27 (185) (1,420)
Excess pension liability ................ (643) (451) (362)
Other comprehensive income (loss) .. ... 996 : - (606) 5,390

Balance, December 31................... (4,090) - - (5,086) (4,480)

COMMON STOCK IN TREASURY, at cost '

Balance, January 1................ e (34) (35%9) — = — —
Shares acquired ............... ... .... — i — (125) (L,311) — —
Shares reissued ... ........... P — — 91 952 — —

Balance, December 31......... S (34) (359) (34) (359) — —

TOTAL SHAREHOLDERS’ EQUITY

See Notes to Consolidated Financial Statements.

79,630 $ 764,551 78,744 $ 820,979

. 78286 $ 961,431
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF CASH FLOWS

Year Ended December 31
Restated (Note 3)
2001 2000 1999
(Expressed in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
NEE 0SS « « - v e et e e e e $ (33,945) $ (87.812) $(311,717)

Adjustments to reconcile net loss to net cash provided by
operating activities: ‘

Depreciation and amortization ............ ... ... 110,343 96,070 100,462 .
Charges related to asset disposals........... e — 9,952 13,910
Deferred income taxes . ................... e P (8,721) (46,123)  (191,506)
Loss (gain) onsales of assets............................ (2,768) (7,680) 5,445
Distributions from equity investees in excess of earnings ... .. 7,628 12,745 10,614
Non-cash accruals . ........ ... . i i 8,941 10,912 1,373
Other non-cash items. . ....... ... .. S 15,765 4,370 8,582
Loss from discontinued operations . .................... - 37,136 152,224 496,627
Change in operating assets and liabilities (Note 2} .......... (45,056) (36,330)  (107,751)
Net cash provided by operating activities .............. 89,323 108,328 26,039
CASH FLOWS FROM INVESTING ACTIVITIES : '
Capital expenditures. . . ...t (51,866)  (78,491) (70,604)
Acquisitions, net of cash acquired ........ ... ... .. . ..., (800) (76,901) —
Proceeds from sales of assets ............. ... ... ... L. 17,370 49,424 105,741
Other investing activities .. ............. i, 10,253 10,168 (9,878)
Net cash provided by (used in) investing activities . ... .. (25,043) (95,800) 25,259
CASH FLOWS FROM FINANCING ACTIVITIES
Commercial paper and variable rate borrowings (repayments),

UMt A (252,709)  (200,869)  (229,835)
Debt repayments . ...t (106,407) (8,953)  (376,109)
Proceeds from issuances of debt......... ZO 280,353 370,074 600,655
Payment of intercompany indebtedness to former parent ....... — — . (71,329)
Dividends paid ...................... P (33,602) (58,813) (58,375)

Net cash provided by (used in) financing activities. . . . . . (112,365) 101,439 (70,988)

CASH PROVIDED BY (USED IN) DISCONTINUED
OPERATIONS .. . e 96,234 (95,859) 24,946
NET INCREASE IN CASH AND CASH EQUIVALENTS ... 48,149 18,108 5,256
CASH AND CASH EQUIVALENTS, beginning of peried. .. ... 38,263 20,155 14,899
CASH AND CASH EQUIVALENTS, end of period........... $ 86412 § 38263 § 20,155

See Notes to Consolidated Financial Statements.
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements

(1) Principles of Consolidation —

' Pennzoil-Quaker State (“Pennzoil-Quaker. State” or the “Company”) is engaged primarily in the
manufacturing and marketing of lubricants, car care products, base oils and specialty industrial products and
in the franchising, ownership and operation of fast oil change centers. The accompanying consolidated
financial statements reflect the ‘historical costs and results of operations of Pennzoil-Quaker State, including
all majority- -owned subsidiaries of the” Company. All significant intercompany accounts and transactions
within Pennzoil-Quaker State have been eliminated. Pennzoil-Quaker State follows the equity method of
accounting for investments in 20% to 50% owned entltles ‘

(2) Summary of Signiﬁcant Accounting Policies —

General Policies —

The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities, the disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. Actual results could differ from those
estimates. Certain prior period items have been reclassified in the consohdated financial statements in order to
conform with the current year presentation.

In 2001, the Company determined that certain continuing operations had been included as part of the
discontinued operations presentation that was initially presented in the Company’s financial statements as of
and for the year ended December 31, 2000. Previously issued financial results have been adjusted herein to
appropriately reflect these operations as part of continuing operations. This adjustment had no effect on
previously reported income from continuing operations or net income and an insignificant effect on prev1ously
reported revenues, cost of sales and certain assets and liability accounts.

Receivables —

Current receivables include trade accounts and notes receivable and are net of allowances for doubtful
accounts of $37.0 million at December 31, 2001 and $23.9 million at December 31, 2000. Long-term
receivables consist of notes receivable and are net of allowances for doubtful accounts of $0.9 million at
December 31, 2001 and $1.8 million at December 31, 2000. In 2001, the Company provided a $16.0 million
charge to reflect an increase in the allowance for doubtful accounts resulting from the Chapter 11 bankruptcy
filing of K-Mart and $1.2 million to reflect an increase in the allowancé for doubtful accounts resulting from
the impact of economic uncertainty on certain customers in Argentina.

Pennzoil-Quaker State, through its wholly owned subsidiary, Pennzoil Receivables Company (“PRC”),
sells certain of its accounts receivable to a third party. PRC is a special limited purpose corporation and its
assets are available solely to satisfy the claims of its own creditors and not those of Pennzoil-Quaker Staté or
its affiliates. The receivable sales facility was renewed in November 2001 and provides for ongoing sales of up
to $110.0 million of accounts receivable until April 15, 2002 and $85.0 million thereafter until the facility
expires on October 14, 2002. The Company’s net accounts receivable sold under a receivables sales facility
totaled $110.0 million at December 31, 2001 and $149.1 million at December 31, 2000.

Current receivables included notes receivable of $20.7 million at December 31, 2001 and $15.2 million at
December 31, 2000. Other assets included long-term notes receivable of $49.1 million at December 31, 2001
and $36.3 million at December 31, 2000. The long-term receivables are loans that are made to customers to
enhance their operations, including updating and replacing signage and acquiring point-of-sale equipment.
Each loan requires a promissory note between the customer and the Company, and most require payment of
principal and interest. Similar to other incentive programs, product sales agreements normally accompany the
loans. The average interest rate applicable to long-term notes receivable was 5.6% during 2001 and 2000.
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to- Consolidated Financial Statements (Continued)

The Company maintains a lube center receivable purchase and sale agreement, which provides for the
sale of certain notes receivable up to $275.0 million to third parties through a wholly owned subsidiary,
Pennzoil Lube Center Acceptance Corporation (“PLCAC”) ‘The program is used to assist purchasers of the
Company’s lubricants products in obtaining favorable long-term financing. The lubricants customers are the
primary obligors on the long-term loans. The cumulative sales amount was increased in June 2000 from
- $220.0 million to $275.0 million. The assets of PLCAC are available solely to’ sat1sfy the claims of its own
creditors and not those of Pennzoil-Quaker State or its affiliates. The agreement terminates on March 13,
2004 or on the date on which the aggregate purchase price reaches $275.0 million. Through December 31,
2001, the Company sold a total of $233.3 million of notes receivable under this agreement, of which
$145.5 million were outstanding to the third party purchaser at December 31, 2001, Through December 31,
2000, the Company sold a total of $220.2 million of notes receivable under this agreement, of which
$159.0 million were outstanding to the third party purchaser at December 31, 2000.

Inventories —

Inventories are stated at the lower of cost or market value. Cost is principally determined by the average
cost method. The physical condition (e.g., age and quality) of the inventories is considered in establishing its
valuation. These adjustments are estimates, which could vary significantly, either favorably or unfavorably,
from actual requirements if future €conomic conditions, customer inventory levels or competitive conditions
differ from expectations.

Inventory components are summarized as follows: '
- S December 31

2001 2000
. . . (Expressed in thousands)
Finished goods and work in process.”................ e DR ... $163,241  $148,129
Raw materials and supplies........ P P e 36,400 38,870
Total .o $199,641  $186,999

Property, Plant and Equipnient and Depreciation and Amortization —
Property, plant and equipment is initially récorded at cost and depreciation is computed using either
straight-line or accelerated methods over the estimated useful lives of such assets rangmg from three to
40 years,

Property, plant and equlpment is. summarized as follows ‘
December 31

2001 2000
. . ‘ (Expressed in thousands)
Land ... ... .. .. .. . L. e e e $ 81,224 § 84,734
Building and improvements . .......... .. i 319,777 323,951
Automobiles, furniture and equipment .......... ... ... . oL s 401,981 . 363,443
Construction in Progress ... ...vevevuve v eennn s e - 25,232 38,381
Other...........c.ciiiiivi... e S e 3,443 . 16,557
s 831,657 827,066
Less: accumulated depreciation ...........c. i e (392,676)  (350,932)

Total ........ P F ... $438981 § 476,134

Impazrment of Long—szed Assets —

Statement of Financial Accounting Standards (“SFAS”) No. 121, “Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to be Disposed of” requires that long-lived assets be reviewed
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

for impairment whenever there is evidence that the carrying amount of such assets may not be recoverable.
This review consists of comparing the carrying amount of the asset on the Company’s balance sheet with its
expected future undiscounted cash flows without interest costs. If the asset carrying amount is less than the
cash flow estimate, it is written down to its fair value. Estimates of expected future cash flows are to represent
management’s best estimate based on reasonable and supportable-assumptions. Any impairment recognized in
accordance with SFAS No. 121 is permanent and may not be restored. In 2001, the Company recorded a
charge of $2.3 million in conjunction.with the write-down: of certain blendrng and packagmg plants in the
lubricants segment. » ,

" Charges Related to Assez Disposals —

. SFAS No 121 also requires that assets to be disposed of be reported at the lower of the carryrng amount
or farr value less cost to sell. During 1999, the Company completed a strategic review of its assets including
blending and packaging plants. The Company recorded charges of $10.0 million in 2000 and $13.9 million in
1999, respectively, to reflect an impairment related to the pending sales of two of the Company’s blendmg and
packaging plants in 2001 and the impairment of its Rouseville blending and packaging plant related to its
closure. The blending and packaging plant sales were completed in 2001, The assets and results of operations
related to the blending and packaging plants are included in the lubricants segment.

Goodwzll and Other Intangible Assets —

Total goodwill as of December 31, 2001 was $719.3 mrll1on and was $729.6 million as of December 31,
2000. Tradenames totaled $398.7 million as of December 31, 2001 and $409.6 million as of December 31,
2000. Through December 31, 2001, goodwill and tradenames are being amortized on a straight-line basis.over
periods ranging from twenty to forty years. In accordance with SFAS 121, the Company continually evatuates
whether later events and circumstances have occurred that.indicate the remaining estimated useful: life of
goodwill or tradenames may warrant revision or that the remaining balance may not be recoverable by
monitoring cash flow from operations from the business related to the goodwill and tradenames. In 2001, the
Company impaired $6.5 million in goodwill associated with the Company’s decision to exit certain
international operations and locations. Amortization expense recorded in 2001 was $49.1 million, in 2000 was
$39.7 million and in 1999 was $42.7 million. Accumulated amortization as of December 31, 2001 was
$193.3 million and as of December 31, 2000 was $146.4 million. As of January 1, 2002, goodwill, including
goodwill associated with equity method investments, will no longer be amortized but will be sub]ect to periodic
reviews for impairment.

Quakér State Acquisition Related Charges —

Acquisition related expenses of $34.4 million were incurred during 2000 and $75.1 million were incurred
in 1999. These charges were primarily the result of the consolidation and closure of certain facilities and the
resolutions of certain conflicts between Jiffy Lube and Q Lube franchise-operated service centers.

Restructuring Charges — ..

~ 1In 2001, the Company recorded a $77.1 million charge to accrue costs associated with a restructuring
program to reduce costs and streamline operations. As part of the 2001 cost reduction plan, the Company’s
lubricants segment took steps to reduce manufacturing and selling expense. The consumer products segment
consolidated the management and administration of its two marketing groups into one organization in. Houston
at the end of 2001. The international segment exited low margin operations, facilities and distribution
channels. The 2001 charges related to the four operating segments are as follows: lubricants — $16.7 million;
consumer products -— $22.2 million; international — $34.1 million; and other — $4.1 million. These charges
primarily included severance for approxrmately 670 administrative .and operational. employees. All of the
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

employees were terminated or were notified of a termination date by December 31, 2001. The severance
payments for the former employees are expected to be paid out over a minimum period of two months with a
maximum period of up to two years. As a result of these charges, the Company recorded a liability. of
$28.1 million to reflect obligations for severance. The remaining total severance accrual at December 31, 2001
was $17.1 million recorded in other current liabilities and $2.8 million recorded in other liabilities. Included in
the $34.1 million of charges for the international segment were charges of $6.5 million associated with the
impairment of goodwill. These charges are recorded in cost of sales; selling, general and administrative
expenses and depreciation and amortization expense in the statement of operations.

In 2000, the Company implemented a general and administrative cost reduction plan. As part of the
Company’s plan, approximately 400 employees were terminated and office space was consolidated. In 2000,
the Company recorded a charge of $29.0 million associated with the plan. The accrued liability at
December 31, 2000 totaled $13.8 million. The accrued liability at the end of 2000 was reduced by
$11.5 million during 200! and the remaining accrual at December 31, 2001 totaled $2.3 million.

.Revenue Recognition —

Sales are recognized when revenue is realized or realizable and has been earned, generally at the time
that product title passes to the customer. Net sales reflect units shipped at selling list prices reduced by
discounts and allowances. The Company has various sales incentive-based arrangements with customers
including performance rebates, cooperative advertising programs and other incentive programs. For “off-
invoice” programs such as volume, cash, freight or any other discount that are taken directly off the customer’s
invoice, both revenues and receivables are reduced. For certain other programs, such as cooperative
advertising programs, the Company estimates a reduction in revenues and records a liability based on
historical participation factors. Sales discounts and allowances included in .other current liabilities at
December 31, 2001 was $31.3 million and at December 31, 2000 was $32.9 million. -

Shipping and Handling Costs —

. Shipping and handling costs are recorded in cost of sales as incurred.

Advertising Costs —

Advertising costs are expensed as incurred. Advertising costs were $134.0 million for the year ended
December 31, 2001, $159.2 million for the year ended December 31, 2000 and $162 2 million for the year
ended December 31, 1999.

Environmental Expenditures —

Liabilities for environmental expenditures are recorded when it is probable that obligations have been
incurred and the amounts can be reasonably estimated. Reference is made to Note 7 for a discussion of
amounts.recorded for these liabilities.

Césh Flow Information —

For purposes of the consolidated statement of cash flows, all highly liquid investments purchased with a
maturity of three months or less are considered to be cash equivalents. The effect of changes in forclgn
exchange rates on cash balances has been-immaterial.
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PENNZOI'L-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

Changes in operating assets and liabilities consist of the following:
! ‘ ’ Year Ended December 31

2001 2000 1999
‘ - (Expressed in thousands) °

{Increase) decrease in receivables................ ... ... .. ..., L $14,833 0 $(22,900) $ (48,533)
(Increase) decrease in inventories ............. SR e e (12,914) 25,335 . - 2,677
(Increase) decrease.in other current assets ..................... .. (9,939) 11,686 72,175
(Increase) decrease in'other long-term assets............. e . (23.842)  (10,746) . 15,443
Increase (decrease) in accounts payable.............. P ..+ (10,547)  (16,218)  (117,069)
Increase (decrease) in other current liabilities ........... ... .. .. 20,604 705 (67,050)
Increase {decrease) in other operating assets and liabilities ......... (23,251)  (24,192) 34,606
Change in operating assets and liabilities....................... . $(45,056) $(36,330) $(107,751)
Cash paid (received) during the perlod for:

L83 053 {5 A S PR .. $87036 $98138 $ 60,121

Income taxes . .. .. e e e ... 8 868 § (7,000) $ (25,000)

Earnings Per Share —

. Pennzoil-Quaker State computes earnings per share in accordance with SFAS No. 128, “Earnings Per
Share.” Under the provisions of SFAS No. 128, basic earnings per share are computed based on the weighted
average shares of common stock outstanding, while diluted earnings per share also reflects the impact of
potentially dilutive securities such as outstanding options. Computations for basic and diluted loss per share
follow:

Year Ended December 31
Restated
2001 -2000 1999

(Expressed in thousands except
per share amounts)

Income (loss) from continuing operations .. ................ e $(10,541) $ 4,284 §$(11,258)
Basic weighted average shares...................... PR e 79,209 78,468 77,850
Effect of dilutive securities (1) ' . o
Stock options . . .......... O e PP e LT = o358 =
Conditional stock awards .. ....... ... ... i c - 289 —
Diluted weighted average shares . ......... ..o, . 79,209 79,112 77,850

Basic and diluted income . (loss) from contmumg operations........... $ (013) $ 005 $ (0.14)

(1) Options to purchase 8,089,015 shares of common stock and conditional stock awards of 621,371 were outstanding at December 31,
2001 and options to purchase 6,708,023 shares of common stock and conditional stock awards of 270,356 were outstanding at
December 31, 1999, but were not included in the computation of diluted per share loss from continuing operations because the
potential impact of these options and awards on earnings per share was antidilutive. A weighted average year-to-date number of
options to purchase 6,932, 667 shares of common stock were outstanding during 2000, but were not included in the computation of

" diluted per share income from continuing operations because the optlons exercise prices were greater than the average market price
of common shares. -

Foreign Sourced Operations —

Pennzoil-Quaker State’s international operating results include foreign sourced income (loss) from
continuing operations before income taxes of $(26.8) million in 2001, $(12.1) million in 2000 and $9.0 million
in 1999. Included in the loss for 2001 was a charge of $5.9 million as a result of the currency devaluation in
Argentina and an increase in the allowance for doubtful accounts resulting from the impact of economic
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

uncertainty on certain customers in Argentina. The financial statements of certain foreign entities are prepared
from records maintained in the country of which the entity is located.

Foreign. Currency Translation —

For subsidiaries.whose functional currency is deemed to be other than the U.S. dollar, asset and liability
accounts are translated at year-end exchange rates, and revenue and expenses are translated at average
exchange rates prevailing during the year. Translation adjustments are included as a separate component of
shareholders’ equity. Any gains or losses on transactions or monetaty‘assets or liabilities in currencies other
than the functional currency are included in net loss in the current period. The Company has a subsidiary in
Argentina which purchases the majority of its products from a U.S. affiliate in U.S. dollars. As a result of
these purchases and outstanding payables, the Company recognized a. $4.7 million loss in December 2001.

Self-Insurance —

The Company is self-insured through its captive insurance subsidiary, Savannah Company Limited, for
primary workers’ compensation, automobile and general liability claims. The captive’s claims liability is
. determined annually and is based upon an independent actuarial analysis that projects Savannah’s ultimate
costs of claims and provides a projection of claims incurred but not reported (“IBNR”). Other liabilities
included IBNR reserves, outstanding loss reserves and other loss related liabilities of $22.5 million as of
December 31, 2001 and $22.6 million as of December 31, 2000. The Company has other self-insured
programs for various employee beneﬁts that are expensed as mcurred

Comprehensive Income —

Unrealized holding losses on marketable securities include income tax benefits of $1.3 million for the year
ended December 31, 2001, $1.3 million for the year ended December 31, 2000 and $1.2 million for the year
ended December 31, 1999. No tax benefits associated with foreign currency translation losses or gains have
been recorded for the years ended December 31, 2001, 2000 and 1999.

Recent Accounting Pronouncements —

Effective January 1, 2001, Pennzoil-Quaker State adopted SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities.” SFAS No. 133, subsequently amended by SFAS No. 138, establishes
accounting and reporting standards requiring that every derivative instrument be recorded in the balance sheet
as either an asset or liability measured at its fair value. The statement requires that changes in the derivative
instrument’s fair value be recognized currently in earnings unless specific hedge accounting criteria are met.
Special accounting for qualifying hedges allows a derivative instrument’s gains and losses to offset related
results on the hedged item in the income statement, and requires that a company formally document,
designate, and assess the effectiveness of transactions that receive hedge ‘accounting. The adoption of SFAS
No. 133 did not have a material impact on’ the Company’s financial position or results of operations.

In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 141, “Business
Combinations.” SFAS No. 141 eliminates the use of the pooling-of-interests method of accounting for
business combinations and establishes the purchase method of accounting as the only acceptable method on
all business combinations initiated after June 30, 2001. The adoption of SFAS No. 141 will not have a
material effect on the Company’s financial position or results of operations.

In June 2001, the FASB i1ssued SFAS No. 142, “Goodwill and Other Intangible Assets.” This statement
modifies existing generally accepted accounting principles related to the amortization and impairment of
goodwill and other intangible assets. Upon adoption of the new standard, goodwill, including goodwill
associated with equity method investments, will no longer be amortized. In addition, goodwill, other than
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goodwill associated with equity method investments, must be assessed at least annually for impairment using a
fair-value based approach. The provisions of this statement are required to be adopted by the Company on
January 1, 2002. Impalrment losses that arise due to the initial application of this statement are to be reported
as a cumulative effect of change in accounting principle. The Company expects that beginning in 2002
approximately $36.7 million pretax ($29.9 million after-tax) in annual goodwill amortization will no longer be
required to be expensed. The Company expects no material effect on its financial statements relating to the
impairment provisions of SFAS No. 142. In addition, approximately $20 million of permanent differences
related to annual goodwill, previously non-deductible for tax purposes, will be eliminated.

In July 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.” SFAS
No. 143 requires entities to record the fair value of a liability for legal obligations associated with the
retirement obligations of tangible long-lived assets in the period in which it is incurred and the corresponding
cost capitalized by increasing the carrying amount of the related asset. The liability is accreted to the fair value
at the time of settlement-over the useful life of the asset, and the capitalized cost is depreciated over the useful
life of the related asset. If the liability is settled for an amount other than the recorded amount, a gain or loss is
recognized. The Company is required to adopt this standard on January 1, 2003 and is currently evaluating the
expected impact of adoption on its financial position and results of operations.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets.” SFAS No. 144 supersedes SFAS No. 121, “Accounting for the Impairment of Long-Lived
Assets and for Long-Lived Assets to'Be Disposed Of,” and replaces the accounting and reporting provisions
for segments of a business to be disposed of in Accounting Principles Board (“APB”) Opinion No.. 30,
“Reporting Results of Operations — Reporting the Effects of Disposal of a Segment of a Business, and
Extraordinary, Unusual and Infrequently Occurring Events and Transactions.” SFAS No. 144 maintains the
requirement that an impairment loss be recognized for a long-lived asset to be held and used if its carrying
value is not recoverable from its undiscounted cash flows. SFAS No. 144 requires that long-lived assets to be
disposed of other than by sales be considered held and useéd until it is actually disposed of and requires that its
depreciable life be revised in accordance with APB Opinion No. 20, “Acccunting Changes.” SFAS No. 144
also requires that long-lived assets to be disposed of by sale be measured at the lower of its carrying amount or
fair value less selling costs, but retains the requirement to report discontinued operations separately from
continuing operations and extends that reporting to a component of an entity that has either been disposed of
or is classified as held for sale. The provisions of this statement are required to be adopted by the Company on
January 1, 2002. The adoptlon had no impact on the Company’s financial position or results of operations and
will be applied on a prospective basis.

|

In November 2001, the FASB Emerging Issues Task Force issued the consensus on EITF Issue 01-9
entitled, “Accounting for Consideration Given by a Vendor to a Customer or a- Reseller of the Vendor’s
Products” which addresses when sales incentives and discounts should be recognized, as well as where the
related -revenues and expenses should be classified in the financial statements. The Company adopted the
earlier portion of these new guidelines (formerly EITF Issue 00-14) addressing certain sales incentives
effective January 1, 2001 Thc adoptlon had no impact on the Company’s financial position or results of
operatmns

The EITF also reached consensus on the second portion of the guideline (formerly EITF Issue 00-25)
which addresses vendor income statement characterization of consideration to a purchaser of the vendor’s
products or services, including the classification of slotting fees, cooperative advertising arrangements and buy-
downs. Upon adoption, certain promotional payments that are currently classified in selling, general and
administrative expenses will be reclassified to be reflected-as a reduction of net sales. The adoption will not
have any impact on the Company’s reported operating income or net income. The Company has. adopted the
second -portion of the guidelines effective January 1, 2002. ,
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(3) Excel Paralubes — Summarized Financial Data and Correction of an Error —

The Company and Conoco Inc. (“Conoco”) are equal partners in Excel Paralubes, which operates a base
oil processing facility located adjacent to Conoco’s refinery in Lake Charles, Louisiana. The facility is capable
of producing approximately 21,000 barrels per day of base oils, which is the primary ingredient in motor oil.
Conoco operates the plant with support positions staffed primarily by Conoco.

Under a co-products sale and purchase agreement, certain co-products produced at an adjacent Conoco
facility are allocated to Excel Paralubes and Conoco-baséd upon Excel Paralubes’ feed stream flow rates and
compositions. Excel recently determined that the measurements of the allocation of co-products between
Excel and Conoco had been in error since the commencement of Excel’s operations in 1997. As a result of this
error, previously reported pretax income of Excel Paralubes for the year ended December 31, 2000 was
overstated by $5.4 million and for the year ended December 31, 1999 was overstated by $1.8 million.
Consequently, the Company has restated previously issued financial statements to reduce net income of the
Company for the year ended December 31, 2000 by $1.6 million ($0.02 per share) and for the year ended
December 31, 1999 by $0.6 million ($0.00 per share). There was no impact on previously reported cash flow
or cash flows from operations. Under the co-products sale and purchase agreement, no adjustment is required
for periods prior to 1999. ' ‘

The Company’s share of results from Excel Paralubes’ operations are included in the results of operations
of the supply chain investments segment. Because of cumulative distributions in excess of earnings, Pennzoil-
Quaker State’s net investment in Excel Paralubes was carried as a credit balance of $83.0 million at
December 31, 2001 and $75.2 million at December 31, 2000 and is included in other liabilities on the
consolidated balance sheet. Pennzoil-Quaker State’s equity in Excel Paralubes’ restated income of $36.1 mil-
lion for 2001, $16.2 million for 2000 and $6.4 million for 1999 is included in other income in the consolidated
statement of operations.

Summarized balance sheet information for Excel Paralubes as of December 31, 2001, 2000 and 1999 and
operations information for each of the three years in the period ended December 31, 2001 follows (on a 100%
basis): ‘

December 31

‘ Restated
2001 2000 1999
(Expressed in thousands)
Current assets . . ... $ 81934 § 39294 §$§ 66,516
NONCUITENT ASSELS .« v v vt e et e e et e e 396,118 411,031 430,609
Current liabilities ..«.......... ... ... ... e 154,844 = 102,483 98,105
Noncurrent liabilities . ...............coovenininin... .. 489,221 498,204 523,888
Partners’ deficit .. ...t e (166,013) (150,362) (124,868)
Year Ended December 31
Restated
2001 2000 1999
(Expressed in thousands)
Revenues ....... P .. $456,046 - $442,594 $314,237
Gross profit. ... .. e e e 112,222 73,175 51,660

Net INCOIME ..ot e e e 72,149 32,406 12,772

Pennzoil-Quaker State has a long-term agreement with Excel Paralubes to purchase 50% of its base oil
production volume from Excel Paralubes, or approximately 58% of the Company’s requirements, at contract
rates based on prevailing market prices. If the Company fails to purchase its contracted minimum volumes
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from Excel Paralubes, the Company is obligated to pay- to Excel Paralubes the profits that it would have
earned had the Company made such purchases. Base oil purchases from Excel Paralubes were $163.0 million
for 2001, $149.8 million for 2000 and $106.9 million for 1999,

At December 31, 2001, Excel Paralubes had total debt of $597.3 million,‘consisting of $236.3 million of
7.125% senior bonds due 2011, $250.0 million of 7.43% senior bonds due 2015, and $111.0 million of variable
rate borrowings under commercial paper facilities with banks. Semiannual principal payments began in 2001
for the 7.125% bonds and will begin in 2011 for the 7.43% bonds. Borrowings under commercial paper facilities
and $13.3 million in 7.125% senior bond principal payments are due in 2002 and are classified as short-term.
This debt is non-recourse to the Company except for a debt service reserve of $22.5 million as of
December 31, 2001, which could increase to as much as $28 million over the next seven years. Certain
restrictive covenants may limit the ability of Excel Paralubes to incur debt, make distributions to the partners,
make investments or create liens. Conoco and Pennzoil-Quaker State maintain an agreement with Excel
Paralubes to provide support to Excel Paralubes up to an aggregate amount of $60.0 million should a liquidity
cash ﬂow deficit occur.

@) Acqmsmons and Dlvestltures —_ ,
Acqutsmon of Airfresh UK Limited and Bluecol Brands Limited —

In April 2000, the Company acquired two automotive consumer products companies, Airfresh UK
Limited (“Airfresh”) and Bluecol Brands Limited' (“Bluecol”) from Armour Trust plc for approximately
$16.7 million. Airfresh manufactures, markets and distributes air freshener and fragrance products for the
automotive aftermarket with primary markets in the U.K. and France. Bluecol manufactures, markets and
distributes branded anti- freeze, glass cleaning products, rust treatments, cooling system treatments and
exterior appearance products for the U.K. automotive aftermarket.

Acquisition of Sagaz Industries —

- In March 2000, the Company completed the acquisition of certain assets of Sagaz Industries (“Sagaz”),
a manufacturer and marketer of automobile seat covers and cushions in North America, for approximately
$62.5 million, subject to certain working capital adjustments. Sagaz was combined into the Company’s
consumer products segment.

Acquisition of Auto Fashions —

In February 2000, the Company completed the acqu1smon of certain assets of Auto Fashions,: an
Australian automotive accessories firm operated by Robert Hicks Pty Ltd. for approximately $5.3 million.
Auto Fashions is a leader in Australian automotive air fresheners, sunshades and comfort accessories and has
a leading share position in most of the categories in which it participates.

The acquisitions of Airfresh, Bluecol, Sagaz and Auto Fashions were all accounted for using the purchase
method of accounting and accordingly, their results of operations subsequent to their date of acqu151t10n havc
becn included in Pennzoxl Quaker State’s consohdated statemcnt of operations.

Sale of stcoszty Oil —

In December 2000, Pennzoil-Quaker State completed the sale of substantially all of the assets and
liabilities associated with the Viscosity Oil Division. The Viscosity Oil Division was engaged in the business of
supplying technical support services and both branded and private label engine lubricants to North America
off-road and agriculture.equipment markets. A pretax gain of $0.8 million was recorded as a result of the sale.
Included in the Company’s consolidated results were revénues of $69.7 million and operating income of
$3.5 million related to the operations of the Viscosity Oil Division in 2000.
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(5) Debt —

Debt outstanding was as follows:

Décember 31

2001 2000
) ‘ .- (Expressed in thousands)
7.375% Debentures due 2029, net of discount ... ............. PV $ 398,172 $ 398,105
10.0% Notes 2008, net of discount ............ e L., 248,476 . —
6.750% Notes due 2009, net of discount ............ .. ... ... .ov.. .. 199,260 199,159
9.40% Notes due 2002, net of discount ........ e 108,271 151,017
6.625% Notes due 2005, net of discount ....... e e -~ 99770 99,708
Commercial paper. . ...t e el — 57,709
Revolving credit facility .......... .. .. I — 195,000
Pollution control bonds, net of dlscount ............................ 50,561 50,522 .
International debt facilities ....................... P 24,247 51,808
Other debt ... . < 1,530 5,184
Total debt ... . i e ceeoo. 1,136,287 0 1,208,212
Less amounts classified as current maturities ........................ (133,733) (13,786)

Total long-term debt. e $1,002,554 $1,194,426 .

In November 2001, Pennzoil-Quaker State entered into a $348.0 million senior secured revolving credit
facility. Under the facility, $325.0 million is available on a revolving basis until November 2, 2004 and
$23.0 million is available on a revolving basis until November 1, 2002. The credit facility also provides for
letters of credit and borrowings in currencies other than U.S. Dollars.

Borrowings under the credit facility bear interest at a rate equal to the sum of the base rate or a
Eurodollar rate plus an applicable percentage which is based on the Company’s consolidated total leverage
ratio, as defined in the credit facility. The Company had no outstanding borrowings under this new facility at
December 31, 2001.

The credit facility is secured by certain of the Company’s receivables, inteliectual property (including
trademarks, tradenames, copyrights and patents), inventory, and a pledge of the Company’s common stock
ownership of certain of its major subsidiariés. The credit facility is also unconditionally guaranteed by certain
of the Company’s subsidiaries. The security and guarantees are shared on an equal basis with certain other
debt totalling $931.8 million at December 31, 2001 :

The covenant provisions of the credlt facxhty require the Company to maintain certain specified financial
ratios and consolidated net worth and contains other customary covenants, including covenants which limit the
Company’s and its subsidiaries’ ability to (i) incur additional ‘debt or issue subsidiary preferred stock,
(ii) increase aggregate dividends on the Company’s capital stock dbove a certain amount, (iii) redeem or
repurchase capital stock, (iv) engage in transactions with affiliates, except on an arms-length basis, (v) create
liens or engage in sale and leaseback transactions, (vi) make some types of investments and sell assets, and
(vii) consolidate or merge with, or sell substantially all of its assets to another person. The Company’s ability
to meet the financial ratios and tests can be affected by events beyond the Company’s control. The breach of
these covenants could permit the lenders to declare the loans immediately payable and to terminate future
lending commitments. If the Company were unable to repay those amounts, the lenders under the Company’s
credit facility could proceed against the collateral granted to them to secure that indebtedness. The Company

~was in compliance with all covenant provisions at December 31, 2001.
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In November 2001, the Company issued $250.0 million-of 10%. Senior Notes due 2008. Net proceeds of
$242.8 million were used to pay down all outstanding revolving credit borrowings under the Company’s
prevrous revolvmg credlt fac1hty and increase cash on hand.

The indenture under which the -10% notes were .issued contams covenants that, subject to exceptions,
restrict the ability of the Company and its subsidiaries to-(i) incur additional debt or issue subsidiary preferred
stock, (ii) increase aggregate dividends on the Company’s capital stock above a certain-amount, (iii) redeem
or repurchase. capital stock, (iv) engage -in transactions with affiliates, except on an arms-length basis,
(v) create liens or engage in sale and leaseback transactions, (vi) make some types of investments and sell
assets, and (vii) consolidate or merge with, or sell substantially all of its assets to another person. Some of the
covenants will no longer apply if the notes achieve specified credit ratings. The breach of these covenants
could permlt the holders to declare the notes immediately payable. The notes are unconditionally guaranteed
by certain of the Company’s subsidiaries that also guarantee the credit facility. There are no significant
restrictions on the ability of subsidiaries to make distributions to Pennzoil-Quaker State. See Guarantor
Condensed Consolidated Financial Statements for guarantor-and non-guarantor subsidiaries in Note 16. The
Company was in compliance with all covenant provisions at December 31, 2001.

Prior to November 2001, the Company had a revolving credit facility with a group of banks that provided
for up to $450.0 million of committed unsecured revolving credit borrowings through December 13, 2001, with
any outstanding borrowings on such date being converted into a term credit facility terminating on
December 13, 2002. The revolving credit facility contained a covenant relating to net worth, and the Company
wa$ in compliance as of December 31, 2000. There were borrowings of $195.0 million outstanding under this
revolving credit facility at December 31; 2000. The average: interest rate applicable to borrowings under the
revolving credit facility was 5.7% in 2001 and 7.5% in 2000. The net proceeds of the $250.0 million 10% Senior
Notes due 2008 were used to repay borrowings outstanding under the revolving credit facrhty and the revolvmg
credlt facility was terminated upon completlon of ‘that oﬁ“ermg

‘ In December 2000 Pennzoﬂ Quaker State issued $150. 0 mllhon of 8.65% Notes due 2002. Net proceeds
of $149.1 million were used to reduce the Company’s commerc ial paper borrowings. The terms of the notes
provrde that, in the event a rating on Pennzoil- -Quaker State s senior unsecured debt falls and remains below
mvestment grade, the coupon on the notes increases 0. 75% to 9.4% and each noteholder has the option, at any
time on or after June 1, 2001, to require the Company to purchase its note at 100% of the principal amount
thereof plus accrued and unpaid interest. During the year ended December 31,. 2001, Standard and Poor’s,
Moody’s and Fitch lowered the senior unsecured debt rating for the Company’s debt below investment grade.
The notes, which are carried at fair market value due to the interest rate swaps discussed in Note 10, are
curréntly trading above 100% face value plus accrued interest. During 2001, the Company chose to purchase
and retire $45.4 million face amount of the 9.40% Notes due in 2002 and, as a result, recorded an
extraordinary charge of $0.9 million ($1.5 million pretax), or $0.01 per share. As of December 31, 2001, the
$108.3 million carrying amount- of indebtedness under Pennzoil-Quaker State’s 9.40% Notes due in 2002 .
(formerly 8.65% Notes due in 2002) has been classified as short-term. The Company 1ntends to use cash on
hand and cash from operatlons to retire the notes upon matunty in 2002.

""On March 30, 1999 Pennzoil-Quaker State 1ssued debt in 1he form of $200.0 million of 6.75% Notes due
Aprﬂ 1, 2009 and $400.0 million of 7.375% Debentures due April 1, 2029. Net proceeds of $592.2 million from
the notes and debentures were used to reduce the Company s outstanding commercial paper borrowrngs and -
varlable rate debt.

e

In connection with the acqursrtron of Quaker State Corporation in December 1998 Pennzoﬂ Quaker
State assumed the obligation for $100 million of Quaker State’s 6.625% Notes due 2005. In January 2002, the
Company entered into interest rate swaps relating to the 6.625% Notes due 2005 to adjust the mix of variable
rate and fixed rate debt. The swaps were designated as fair value hedges and changes in the fair value will be
recognized in earnings.
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Borrowings under commercial paper facilities totaled $57.7 million at December 31, 2000. The average
interest rate applicable to outstanding commercial paper was 6.8% during 2000.

A Canadian subsidiary of the Company has a revolving credit facility with two Canadian banks that
provides for borrowings of up to US$8.9 million through October 2002. Outstanding borrowings under the
credit facility totaled US$7.5 million at December 31, 2001. Previously, the credit facility provided for
borrowings of up to $18.0 million and there was US$13.3 million outstanding at December 31, 2000. The
average interest rate applicable to amounts outstanding under the credit facility were 5.3% during 2001 and
6.2% during 2000. Principal and interest are payable in Canadian dollars.

During 2000, a U.K. subsidiary of the Company entered into a revolving credit facility with a bank that
provides for borrowings up to US$20.4 million through J uly 26, 2002. Outstanding borrowings under the credit
facility totaled US$6.7 million at December 31, 2001 and US$17.4 million at December 31, 2000. The average
interest rate applicable to amounts outstanding under the facility was 6.3% during 2001, and 6.7% in 2000.
Principal and interest are payable in pounds sterhng

Borrowings under the Canadian and U.K. revolving credit facilities are classified as short-term debt.

The Company has additional credit facilities and credit lines in Australia, Spain, India, Peru, Bolivia, and
other countries with outstanding borrowings of $10.0 mllhon as of December 31, 2001 and $21. 1 ‘million as of
December 31, 2000.

The Company has a total of $50.6 million, net of discount, in pollution control bonds issued by three
authorities. Issuances by the Industrial Development Board of the Parish of Caddo, Inc. include $24.6 million
issued December 23, 1996, $3.5 million issued December 19, 1997 and $11.8 million, net of discount, issued
December 22, 1998. The three issuances are scheduled for retirement on December 1, 2026, December 1,
2027 and December 1, 2028, respectively. Proceeds from the bonds were used to help fund poliution control
facilities in Louisiana. The interest rates for the bonds issued in 1996 and 1997 are currently reset weekly and
interest is paid monthly. The interest rate is fixed at 5.6% for the bonds issued in 1998 and interest is paid
semi-annually. Issuances by the Venango Industrial Development Authority and the Butler County Industrial
Development Authority of $3.4 million and $2.3 million, respectively, were issued on December 21, 1982 and
are scheduled for retirement on December 1, 2012. The interest rate on both bond issuances is currently reset
weekly and interest is paid monthly. Proceeds from the issuances were used to help fund pollution control
facilities in Pennsylvania. The average interest rate applicable to the Company’s pollution control bonds was
2.9% in 2001 and 4.3% in 2000.

At December 31, 2001, aggregated maturities of long-term debt were $133.7 million for 2002,
$0.5 million for 2003, $0.5 million for 2004, $100.5 million for 2005 and $0.3 million for 2006.

- (6) Income Taxes —

Accounting for Income Taxes —

Pennzoil-Quaker State accounts for income taxes under the provisions of SFAS No. 109, “Accounting
for Income Taxes.” SFAS No. 109 requires recognition of deferred tax liabilities and assets for the expected
future tax consequences of events that have been included in the financial statements or tax returns. Under
this method, deferred tax liabilities and assets are determined based on the difference between the financial
statement and tax bases of assets and liabilities using enacted tax rates in effect for the year in which the
differences are expected to reverse. ,
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Federal, State and Foreign —

Federal, state and foreign income tax expense consists of the following:

Year Ended December 31

Restated
2001 2000 1999
(Expressed in thousands)

Current

FOreign . ..o $ 606 §$ 1413 $ 1,637
. State .. ... e e e e - 1,338 1,177 1,493
Deferred ‘
CFederal .................. e e 8,039 . 13,736 - 8,308
State e U (1,478) 269 (3,648)
Income tax Provision ...............ooiuiiiiniiniiiii... $ 8,505 $16,595 $§ 7,790

‘Pennzoil-Quaker State’s net deferred tax asset consists of the following:

‘December 31

. Restated
2001 2000
‘ _ ‘ (Expressed in thousands)
Deferred tax asset .................. e e $ 420,020 $ 428,303
Valuation allowance . .. ... (16,024) (16,024)
Deferred tax liability . .............o..o o (101,703)  (100,758)
Net deferred tax asset ... ..... P e $ 302,293 $ 311,521

| Térffporary differences and carryforwards, which comprise significant portions of deferred tax assets and
liabilities, are as follows: ‘ ’

December 31

Restated
2001 2000
(Expressed in thousands)
Inventory..................... U P $ 9292 § (4,738)
Product liability ... .. e D L — 2,573
"Property, plant and equipment . ... ... .. (16,934) 34,719
Benefit related accruals . . . .. H P 59,683 59,527
" Environmental accruals ......... A e 15,205 20,701
“Alternative minimum tax credit carryforward. . ..................... 17,000 17,000
" Net operating loss carryforwards ........... e e L 225,825 167,780
Valuation allowance . . ... ... ... i (16,024) (16,024)
Other, net ............. e 8,246 29,983
Net deferred 1aX assel .. oot oo $ 302,293 $ 311,521
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The principal items accounting for the difference in income taxes on income from continuing operations
computed at the federal statutory rate and income taxes as recorded are as follows:

Year Ended December 31

Restated
2001 2000 1999
. (Expressed in thousands)

Income tax expense (benefit) at statutory rate ................. $(713) $ 7,312 $(1,214)
Increases (reductions) resulting from:

State income taxes, Nt .........co it (91) 940  (1;397)

Taxes on foreign income less than statutory rate ............. 394 918 . 1,064

Nondeductible goodwill ......... ... ... ... .. .. ... ... ... 8,360 6,716 5,971

Other, net. .. .o e 555 709 3,366
Income tax expense .......... e $8,505 . $16,595 $ 7,790

In connection with the spin-off from Pennzoil Company in 1998, Pennzoil Company and Pennzoil-
Quaker State entered into a tax separation agreement with Pennzoil Company which provides, among other
things, that (1) Pennzoil-Quaker State will be responsible for and indemnify Pennzoil Company against all
taxes that are attributable to certain inventory adjustments, (2) Pennzoil Company will be responsible for and
indemnify Pennzoil-Quaker State against any other consolidated federal or state income tax liability for
periods ended on or before the date of the spin-off, (3) any other taxes will be borne by the party on whom
such taxes are imposed by law. The agreement also establishes procedires for the conduct and settlement of
certain tax audits and reldted proceedings. Pennzoil-Quaker State and Quaker State filed separate tax returns
for the 1998 tax year. Pennzoil-Quaker State filed a consolidated tax return beginning with the 1999 tax year.

At December 30, 1998, Pennzoil-Quaker State estimated certain net deferred tax assets associated with
the spun-off assets and liabilities and the allocation of certain tax attributes associated with the tax separation
agreement. Those net deferred tax assets were considered in calculating the capital contribution made by
Pennzoil Company to the Company as part of the spin-off. In 1999, Pennzoil-Quaker State adjusted its
deferred tax asset in connection with the allocation of deferred tax assets and liabilities from Pennzoil
Company. The adjustments related primarily to the finalization of estimates made in 1998 of the allocations of
net operating losses, alternative minimum tax credits and deferred tax liabilities created in foreign subsidiaries.
As a result of these adjustments to tax attributes related to the spun-off assets and liabilities, the Company
decreased its net deferred tax asset and adjusted the capital contribution related to the spin-off by
$31.4 million in 1999.

As of December 31, 2001, Pennzoil-Quaker State had a United States net operating loss carryforward of
approximately $471.4 million, which is available to reduce future federal income taxes payable. Additionally,
for the purposes of determining alternative minimum tax, an approx1mate $535.7 million net operatmg loss is
available to offset future alternative minimum taxable income. If not used, these carryoyers will expire in years
2009 and 2018 through 2021. In addition, Pennzoil-Quaker State also has a separate return limitation loss of
$4.0 ‘million and an approximate $2.6 million net operating loss which is available to . offset alternative
minimum taxable income. Utilization of the separate return net operatlng losses, to the extent generated in
separate return years, is limited based on the separate taxable income of the sub51d1ary, or its successor,
generating the loss. If not used, these carryovers will expire in the years 2004 through 2007. A valuation
allowance of approximately $1.4 million has been established to offset the portion of the deferred tax asset
related to the separate return limitation losses expected to expire before their utilization. In addition, Pennzoil-
Quaker State has approximately $17.0 million of alternative minimum tax credits indefinitely available to
reduce regular tax liability to the extent it exceeds the related alternative minimum tax otherwise due. All net
operating loss and credit carryover amounts are subject to examination by tax authorities. The Company also
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has state net opera{ing loss carryforwards, the tax effect of which was approximately $60.8 million, as of
December 31, 2001. A valuation allowance. of approximately $14.6 million has been established to offset the
portion of this deferred tax asset related to state tax loss. carryforwards expected to expire before their
utilization. Pennzoil-Quaker State has a net deferred tax asset of $302.3 million as of December 31, 2001 and
believes that it will generate sufficient future taxable income to realize this asset.

N _Coniinitments and Contingencies —

Purchase Commitments —

The Company entered 1nto a 10-year base oil supply agreement with ExxonMobll effective on August 1,
2000. Under the terms of the agreement, the Company purchases” over 40% of its base oil requlrements from
ExxonMobil. If the Company fails to purchase its contracted minimum volumes from ExxonMobil, the
Company is obligated t6 pay to ExxonMobil the net margin. that it would have earned had Pennzoil-Quaker
State made such purchasés. Base oil purchases from ExxonMobﬂ under this agreement were $137.2 rmlhon
for 2001 and $63.7 m11110n for 2000.

Environmental Matters —

The operations of the Company in the United States are subject to numerous federal, state and local laws.
and regulations controlling the discharge of materials into the environment or otherwise relating to the
protection of the environment and human health and safety.

The Company is subject to a variety of state and federal Clean Air Act rules establishing air emission

limitations for its operating units and products. The U.S. Environmental Protection Agency (“EPA”) has

adopted more stringent national ambient air quality standards for ozone and particulate matter, which would
designate many more areas of the country as high pollution areas subject to additional regulatory controls.
However, litigation over the new standards has rendered their implementation uncertain. The precise effect of
these actions on the Company is uncertain because most of -the requirements will be implemented through
EPA regulations to be issued over a period of years. However, current estimates indicate that expenditures
associated with such regulations would not have a material effect on the Company’s results of operations.

"The Company is subject to certain laws and regulations relating to environmental remediation activities
associated with past operations, such as the Comprehensive Environmental Response, Compensation, and
Liability Act (“CERCLA”™), the Resource Conservation and Recovery Act and similar state statutes. In
response to liabilities associated with these activities,- accruals have been established when' reasonable
estimates are possible. Such accruals primarily include estimated costs associated with remediation. The
Company has not used discounting in determining its accrued liabilities for environmental remediation, and no
claims for possible recovery from third-party insurers or other parties related to environmental costs have been
recognized in the Company’s consolidated financial statements. The Company adjusts the accruals when new
remediation responsibilities are discovered and probable costs become estimable, or when current remediation
estimates are adjusted to reflect new information.

The Company’s assessment of the potential impact of these environmental laws is subject to uncertainty
due to the difficult. process of ‘estimating remediation costs that are subject to ongoing and evolving change.
Initial estimates of remediation costs reflect a. broad-based analysis of site .conditions and - potential
environmental and human health impacts derived from preliminary site investigations (including soil and
water analysis, migration pathways and potential risk). Later changes in these initial estimates may be based
on additional site investigations,. completion of feasibility-studies (comparing and selecting from among
various remediation methods and technologies) and risk assessments (determining the degree . of current and
future risk to the enviroriment and human health, based on current scientific and regulatory criteria) and the
actual implementation of the remediation plan. This process occurs over relatively long periods of time and is
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influenced by regulatory and community approval processes and is subject to the ongoing development of
remediation technologies. The Company’s assessment analysis takes into account the condition of each site at
the time of estimation, the degree of uncertainty surroundmg the estimates for each phase of remediation and

other site-specific factors,

The Company and certain of its subsidiaries are chged to be potentially responsible parties (“PRPs”) in
matters arising under CERCLA or similar state legislation with respect to various waste disposal areas owned
or operated by third parties. In addition, the Company and certain of its subsidiaries are involved in other
environmental remediation activities, including the removal, inspection and replacement, as necessary, of
underground storage tanks. The Company does not- currently believe there is a reasonable possibility of
incurring additional material costs in excess of the current accruals recognized for such environmental
remediation activities. With respect to the sites in which the Company or its subsidiaries are PRPs, the
Comipany’s conclusion is based in large part on (i) the availability of defenses to liability, including the
availability of the “petroleum exclusion” under CERCLA and similar state laws, and/or (ii) the Company’s
current belief that its share of wastes at a particular site is or will be viewed by the EPA or other PRPs as
being de minimis. As a result, Pennzoil-Quaker State’s monetary exposure is not expected to be material
beyond the amounts reserved. '

Accrued environmental liabilities are summarized as follows:

December 31
2001 2000
(expressed in thousands)

Current environmental liabilities

Continuing operations . . ................... e T %5337 $ 814
- Discontinued operations(1) .............. el e S 1,228 6,000
I 6,565 6,814

Long-term environmental liabilities A :
Continuing operations . . ......... T e AR PR AR, e 10,156 17,017
Discontinued operations(l) ......... ... i i, PP 33,086 39,794
| ‘ | | 43,242 56,811
Total ..o P .. $49.807 $63,625

(1) The accrued environmental liabilities for discontinued operations remain with the Company.

From January 1999 through December 2001, capital outlays of approximately $0.6 million have been
made by the Company with respect to- environmental protection. Approximately $1.1 million in capital
expenditures for environmental control facilities are currently expected in 2002.

1Q Products —

A lawsuit filed in:June 1998 by 1Q Products Company in the United States District Court for the
Southern District of Texas, Houston Division, claims Snap Products, Inc. and the Company, which purchased
certain Snap Products, Inc. assets in 1997, violated the Lanham Act in connection with the manufacture and
sale of a prior formulation of Fix-a-Flat® tire sealant and inflator. The plaintiff claims that Snap Products and
the. Company (i) should have labeled the product as “flammable,” as allegedly required by the Federal
Hazardous Substances Act, and {ii) incorrectly advertised and labeled the product as containing a “non-
explosive formula.” Plaintiff's complaint seeks unspecified damages. In July 2001, the .court granted
defendants’ motion for summary. Judgcment dismissing all the plaintiff’s claims. Plalnnﬂ is appealing the
court’s dismissal. ‘
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A similar suit has also been filed in the same United- States District Court by Radiator Specialty
Company, in which the plaintiff.alleges lost market share and wrongful interference with prospective business .
relations. The plaintiff seeks unspecified monetary damages equal to defendants’ alleged unjust enrichment
and actual and future damages from alleged false advertising and tortious competition. The Company is
contesting this action vigorously.

In January 2001, the plaintiff in the 1Q Products litigation filed a second lawsuit against the Company in
the United States District Court for the Southern District ‘of Texas, Houston Division, claiming that the
Company has violated federal and Texas antitrust law in marketing its tire inflation and sealer products. The
plaintiff seeks unspecified actual and trebled damages attorneys’ fces and interest. The Company is contestmg
this action v1gor0usly ‘

: Calzfornia Scents —

In January 2000, a lawsuit styled California Scents, Inc. v. Medo Industries, Inc. was filed in the United
States District Court for the Central District of California. The plaintiff alleges that it is engaged in the
manufacture and $ale of automotive air freshener products in the United States and that the defendant, Medo
Industries, Inc., a subsidiary of the Company, has monopolized and attempted to monopolize that business'in
violation of federal antitrust laws. The plaintiff also alleges that the defendant has, in violation of California
" state law, tortiously interfered with the plaintiff’s prospective business relationships and engaged in unfair
business practices. The plaintiff claims that the defendant’s alleged actions have caused the plaintiff to suffer
actual damages of $16.0 million, plus $4.0 million per year for an unspecified number of years into the future.
The plaintiff seeks trebled damages, punitive damages, restitution with respect to its claim of unfair business
practices and injunctive relief. The Company is contesting this action vigorously.

Marguez v. Pennzozl-Quaker State’ Company —

A putative class action suit is pending in the. 3815t JudlClal District Court of Starr County, Texas against
the Company, alleging that the Company breached alleged warranties with respect to advertised product,
breached alleged contractual obligations with purchasers of advertised product and breached the:Texas
Deceptive Trade Practices Act due to certain advertisements of the Company dunng calendar year 2000. No
class has been certlﬁed The Company is contestlng this action vigorously.

Environmental Protection Agency Matters —

As a result of informal negotiations with the EPA and the Department of Justice, the Company ‘has
reached an agreement to resolve disputed issues arising-under the Clean Air Act, the Clean Water Act, and
the Resource Conservation and Recovery Act in connection with the Company’s former operation of a refinery
in Shreveport, Louisiana by paying a civil penalty. No formal proceedings have been initiated against the
Company with respect to the disputed issues. The Company believes the amount of the civil penalty will not
have a material effect on its financial condition or results of operations.

Separately, the EPA has initiated an administrative proceeding alleging that certain activities of a used oil
collection and processing business formerly operated by the Company and its predecessors in Shreveport,
Louisiana violated regulatory requirements under the Resource Conservation and Recovery Act. The
Company is currently evaluating its position with respect to these alleged violations. Although the Company
disputes the issues raised by the EPA, it anticipates that this matter will be settled by agreement of the parties,
including payment by the Company of a civil penalty, the amount of which would not have a material adverse
effect on its financial condition or results of operations.

The Company is engaged in informal settlement discussions with local, state, and federal authorities
regarding allegations of violations of environmental laws at a fast oil change service center in Alexandria,
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Virginia owned and operated by its Jiffy Lube subsidiary. No formal proceedings have been initiated regarding
these allegations, and the Company anticipates that this matter will be settled by agreement of the parties,
including payment of a civil penalty, the amount of which would not have a material adverse effect on its
financial condition or results of operations. ‘ :

Other —

The Company is involved as a premise-owner-defendant in numerous asbestos lawsuits, pending primarily
in Louisiana and West Virginia. The plaintiffs generally allege exposure to asbestos and asbestos-containing
products while working on the premises of the premise-owner defendants, and strict liability and negligence
actions against the premise-owner defendants, including the Company. The plaintiffs do not allege that the
Company manufactures any products containing asbestos. The plaintiffs generally allege that asbestos-
containing products sold, distributed and supplied by the other defendants in the lawsuits were defective and
unreasonably dangerous and that those defendants were thus negligent in fallmg to warn the plaintiffs of these
dangers. The Company is contesting these actions v1gorously ’

Pennzoil-Quaker State and its subsidiaries are also involved in various other clalms lawsuits and other
proceedmgs relating to a wide variety of matters incident to the ordinary course of business. Management
currently believes that the outcome of all pending legal proceedings in the aggregate should not have a
material adverse effect on Pennzoil-Quaker State’s financial position or results of operations. It is possible, -
however, that charges could be required that would be significant to the operating results of a particular period.

(8) Benefit Plans —

Pensions and Other Postretlrement Benefits —

Substantially all Pennzoil-Quaker State employees are covered by non-contributory defined benefit
pension plans which provide benefits based on the participants’ years of service and compensation or stated
amounts for each year of service. Contributions to the plans are made in accordance with the minimum
funding provisions of ERISA where applicable, but not in excess of | thc maximum amount that can be
deducted for federal income tax purposes.

In addition, PennzoillQuaker State sponsors unfunded deﬁn_cd benefit postretirement plans that cover
substantially all of its employees. The plans provide medical and lifé insurance benefits and are, depending on
the type of plan, either contributory or non-contributory. The accounting for the health care plans anticipates
future cost-sharing changes that are consistent with Pennzoil-Quaker State’s expressed intent to increase,
where possible, contributions from future:retirees to a minimum of 30% of the total annual cost. Furthermore,
future company contributions for both current and future retirees have been limited, where possible, to 200%
of the average 1992 benefit cost. ' ‘
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The following table presents the Pennzoil-Quaker State plans’ benefit obligations, plan assets, reconcilia-

tion of funded status, amounts recognized in the consolidated balance sheets, components of net periodic-
benefit cost, and the _actuarial assumptlons used in determlmng the recogmzed obhgatlons

- L ] Pension Beneﬁts : Other Benefits
o ) As of December 31 ‘ As of December 31
© 2001 2000 . 2001 2000

o (Expressed'in thousands)

Change in benefit obligation: = o y .
Benefit obligation at beginning of year............... $324,161 + $307,226 -$ 122980 $ 123,991

SErvice CoSt . ..o, e R . 6938 7,768 1,229 1,185
Interest cost.............. P, P 25,250 23,707 9,722 9,257
Participant contributions ... ... A . — — 422 565
Plan amendments .<........... . A 360 = — (906)
Acquisitions (divestitures) ... .. P (3,250) (587) —  (1,822)
Curtailment (gain) ............... EEE R _ (895) (1,103) (150): 7 - —
Special termination benefits. .. .:....... .. PP 2,700 — — —
Benefits paid . ........ .. PR e P (26,680) (20,782) (11,094) (7,771)
Actuarial (gain)_o‘r loss ... .o Ll 18,256 - 7,932 " 3,384 (1,519)
Benefit obligation at end of year..... e $346,840  $324,161 $ 126,493 $ 122,980
Change in plan assets: : |
Fair value of plan assets at begmnlng of year ... .. $418,038 $409899 § — §. —
“"Actual return on plan assets ..........0........ 0 (18,331) 28,371 _ —
. Acquisitions (divestitures) .................... cooe . (3,502) (594) — ‘ —
' Employer contributions ...... D P 1,370 1,144 10,672 7,206
Participant contributions ........................ —_ — 422 565
. Benefits paid-........... e e (26,680) . (20,782) (11,094) (7,771)
Fair value of plan assets at end of year ....... R " $370,895- $418038 § .. — §. —_—
Reconciliation of funded status: - ‘ ' | . . ,‘
Over (under) funded status................... oo $ 24,055 % 93877 $(126,493) $(122,980)
Unrecognized actuarial (gain) loss............ S 13,904  (65912) 3,793 - 66
Unrecognized transition (asset) .......... e _ (51) (273) — —
Unrecognized prior service cost. . ................. 6,963 12,249 (5,433) (6,015)
Net amount recognized at year-end ... ... ... e $ 44871 $ 39941 $(128,133) $(128,929)
Amounts recognized in the consolldated balance sheet v
consist of: ‘ L . e . o ‘
Prepaid benefit cost ......... ... . i, $ 57,781 $ 67536 % . — % —
Accrued benefit hablhty ......................... (17,570) ~ (31,553) (128,133) (128,929)
Intangible asset .................... e e 2,262 2,549 —_ —
Accumulated other comprehensive income . ..... ... : 2,398 1,409 — L —
Net asset (liability) recogmzed at year-end ........ 7. § 44,871 - § 39,941 $(128,133) $(128,929)
Other comprehensive income attributable to change ) B ‘
in additional minimum liability recognition . ... ... $ 989 § 694 § — 3 —

The benefit obligation for the defined benefit pension plans with benefit obligations in excess of plan
assets was $18.7 million as of December 31, 2001 and $18.3 million as of December 31, 2000. Fair value of
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plan assets for the underfunded plans was $0.6 million as of December 31, 2001 and $1.3 million as of
.December 31, 2000.

As of December 31, 2001, the projected benefit obligation was $18.7 million and the accumulated benefit
obligation was $18.2 million for the defined benefit pension plans with accumulated benefit obligations in
excess of plan assets. As of December 31, 2000, the projected benefit obligation was $18.3 million and the
accumulated benefit obligation was $17.1 million for the defined benefit pension plans with accumulated
benefit obligations in excess of plan assets. The fair value of plan assets was $0.6 million as of December 31,
2001 and $1.3 million as of December 31, 2000.

Net periodic benefit cost included the following components:

Pension Benefits Other Benefits
2001 2000 1999 2001 2000 1999
(Expressed in thousands)

Components of net periodic benefit cost:

Service COSt. oo vt $ 6998 $ 8968 § 9,569 § 1,229 $ 1,185 $ 1,770
Interest cost ................ e 25,250 23,707 22,370 9,722 9,257 8,360
Expected return on plan assets....... (40,798) (42,372) (40,959) — — —
Amortization of prior service cost . ... 1,403 2,032 2,741 (582) (582) —
Amortization of transition asset . ..... (222) (213) (212) = — — —
Recognized actuarial (gain) loss .. ... (2,304)  (5,632)  (5,545) (317) 180 —
Net periodic benefit cost (income) .. ... $ (9,673) $(13,510) $(12,036) $10,052 $10,040 $10 130
Additional (gain) loss recognized due to
curtailment ......................... § 3345 § (220) $ (3,930) § (150) § — $(2,296)
Special termination benefits ......... L 2,700 — — — — —

As a result of the Company’s sale of its interest in Penreco in 2001, the Company recognized a
$3.3 million curtailment loss in connection with the termination of certain employees. Also in 2001, the
Company recognized charges totalling $2.7 million related to special early retirement benefits for employees at
its former Shreveport refinery.

Weighted-average assumptions were:

Pension Benefits Other Benefits
As of December 31 As of December 31
2001 2000 1999 2001 2000 1999
Discount rates. . ...t 7.50% 8.00% 7.795% 7.50% - 8.00% 7.75%
Expected long-term rate of return on plan assets.... 10.00% 10.00% 10.50% — — —
Rate of compensation increase ................... 4.50% 440% 420% — — —

For measurement purposes, a 9.00% annual rate of increase in the per capita cost of covered health care
benefits was assumed for 2002; the rate was assumed to decrease gradually to 5.25% for the year 2006 and
remain at that level thereafter. Assumed health care cost trend rates have a significant effect on the amounts
reported for the health care plan. A one percentage-point change in assumed health care cost trend rates
would have the following effects: ‘

One-Percentage One-Percentage
Point Increase Point Decrease

(Expressed in thousands)

Effect on total of service and interest cost components for 2001 ..... ... $ 934 $ (794)
Effect on year-end 2001 postretirement benefit obligation............... 10,698 (9,229)
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Contribution Plans —

Pennzoil-Quaker State has defined contribution plans covering substantially all salaried and union

- employees who have completed one year of service. Pennzoil-Quaker State matches employee contributions of
not less than 1% to not more than 6% of each covered employee’s compensation between 50% and 100%. The
cost of such company contributions totaled $8.3 million in.2001, $9.2 million in 2000 and $8.8 million in 1999.

o

" (9) Capital Stock and Stock Options —

. Common Stock —

P Pennzoil-Quaker- State’s Restated Certificate of Incorporation authorizes the issuance of up to
100,000,000 shares of common stock. At December 31, 2001, 79,664,117 shares were issued and outstanding.

Preferred Stock —

Pennzoil-Quaker State’s Restated Certificate of Incorporatlon authorizes the issuance of up to
10,000,000 shares of preferred stock. None of these shares were issued or outstanding at December 31, 2001.
On December 14, 1998, the Board of Directors of Pennzoil-Quaker State declared a d1v1dend of one. right to
purchase preferred stock (“Right”) for each outstandmg share of the Pennzoil- Quaker State common stock
to stockholders -of record -at the close of business on December {8, 1998. Each Right entitles the registered
holder to purchase from Pennzoil-Quaker State a unit consisting of one one-hundredth of a share of Series A
Junior Participating Preferred Stock at a purchase price of $90 per. share upon the occurrence of certaln
specified events. ,

Stock 0ptions -

At December 31, 2001, Pennzoil-Quaker State had nonqualified stock option plans covering a total of
10,990,381 shares of Pennzoil-Quaker State common stock. Options granted under the plans have a maximum
~ term of ten years and are exercisable under the terms of the respective option agreements at the market price
of the common stock at the date of grant, subject to antidilution adjustments in certain circumstances. At
December 31, 2001, expiration dates for the outstanding options ranged from February 2002 to Decem-
ber 2011 and the weighted average exercise price per share was $14.88. Payment of the exercise price may be
made in cash or in shares of Pennzoil-Quaker State common stock previously owned by thc optlonee valued
at the then -current markeét value.

Addmonal mformatlon w1th respect to the stock option activity durmg 2001 and 2000 is summarized in
the following table: . ‘
2001 L 2000

o . Wtd. Avg. Wtd. Avg.
’ Exercise Exercise

Stock Options : - Shares - _ Price ° Shares Price
Outstanding at beglnnlng of VEAr L. it - 8,106,041 $15.06 6,708,023 $21.08
Granted . . ... e e e e e PR 1,486,900 $14.42 3,454,117 $ 9.10
Exercised .. ........... e 258,519 $9.00 — —
Lapsed .................... e . 987,863 $12.71 612,837 $13.44
Expired ............. e S 257,544  $32.07 196,405 $38.54
Tendered(1) ....... e B DR S — - 1,246,857  $28.02
Outstanding at end of vear . ... e U 8 080 015 °$14.88 8,106,041 $15.06
Options exercisable at year-end ....................... 4 54() 882  $16.86 3,348,384  $20.07

(1) On September 11, 2000, the Company commenced a stock option buyback program covering outstanding common stock options
previously issued to current and former employees that had an exercise price of $24.00 or more for cash. The offer expired on
October 11, 2000. The Company purchased common stock options exercisable for 1,246,857 shares and paid a total of approximately
$1.4 million for the tendered options.
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The following table summarizes information about stock options outstanding at December 31, 2001,

Options Outstanding Options Exercisable

Number of Weighted Weighted Number of Weighted

Options Average Average . Options Average

N - OQutstanding Contractual Exercise Exercisable Exercise

Range of Exercise Prices at Dec. 31, 2001 Life in Years Price “at Dec. 31, 2001 Price

$ 563-815.00.... ... ... ..., 4,031,957 8.4 $11.00 1,144,719 $ 949 .

$15.01 - $23.00........ ... ..., 3,385,979 6.0 16.99 2,725,084 17.32

$23.01 - 83270 .. ... .. 671,079 44 27.60 671,079 27.60

$ 563-83270.......... .. 8,089,015 - 14.88 . 4,540,882, 16.86

Conditional Stock Awards —

In 2001, there were 221,340 units of common stock granted under conditional stock award programs.
Awards under the programs are made in the form of units which entitle the recipient to receive, at the end of'a
specified period, subject to certain conditions of continued employment, a number of shares of Pennzoil-
Quadker State common stock equal to the number of units granted. At December 31, 2001, units covering
621,371 shares of Pennzoﬂ Quaker State common stock were outstanding (compared to 541,091 shares at
December 31, 2000). In 2001, 22,895 shares of Pennzoil-Quaker State common stock were distributed to
employees upon maturity of awards previously granted under Pennzoil-Quaker State’s conditional stock award
programs, and units covering 118,165 shares of Pennzoﬂ Quaker State’s common stock granted in previous
years lapsed.

As of December 31, 2001, Pennzoil-Quaker State had 1 ,129,366 shares which remained available only for
granting of stock options, 1,772,000 shares which remained available for granting of stock options and/or
condltlon_al stock awards and 171,270 shares which remained available only for granting of conditional stock

awards.

Pennzoil-Quaker State applies Accounting Principles Board (“APB”) Opinion 25, “Accounting for
Stock Issued to Employees,” and related interpretations in accounting for its stock-based compensation plans
APB Opinion 25 does not require compensation expense to be recorded on options which have exercise pnces
at least equal to the market price of the stock on the date of grant. Accordingly, no compensation expense has
been recognized for Pennzoil-Quaker State’s stock-based plans. Had compensation -expense for Pennzoil-
Quaker State’s stock-based compensation plans been determined based on the fair value at the grant dates for
awards under those plans consistent with the optional accounting method prescribed by SFAS No. 123,
“Accounting for Stock-Based Compensation,” Pennzoil-Quaker State’s net loss and loss per share would have
been reduced to the pro forma amounts indicated below:

2001 © 2000 1999

- (Expressed in thousands
except per share amounts)

CONEEIOSS L As réported  $(33,945) $(87.812) $(311,717)

‘ o , Pro forma  $(39,337) $(94,381) $(323,161)
Basic and diluted loss per share ........... Asreported - § (043) § (1.12) $ (4.00)

Pro forma § (0.50) § (1.20) § (415)
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The Black-Scholes .option-pricing model. was used in 2001 ‘and 1999 and the binomial opnon pricing
model was.used in 2000 with the following assumptions for options issued in each year:

. ) 2001 2000 1999
4 Risk—_free INterest Tate . ... oottt i 6.5% 6.8% 4.84% to 6.36%
Dividend yield. . ... 2.29% 5.47% 2.29%
‘Vo’latt'lityt"actor‘..'.............,....t.............\ 0.2880 =~ 0.3758 - 0.2880
Optionterm........................; ............ 10years» IOyears 3 7yearsw_

(10) Fmancnal Instruments With Off-Balance-Sheet Risk and Concentratlons of Credlt RlSk -
Financial Instruments With Off-Balance-Sheet Risk — ' )

The Company is a party to various financial instruments with off-balance- sheet nsk as part of its normal
course of business, including financial guarantees and contractual commitments.to extend financial guaran-
tees, credit and other assistance to customers, franchisees and other third parties. These financial instruments
involve, .to varying degrees, elements of credit risk which are not recognized in Pennzoﬂ Quaker State’s
consolidated balance sheet.

Contractual commitments'to extend credit and other assistance are in effect as long as certain conditions
established in the respective contracts are met. Contractual commitments to extend financial guarantees are
conditioned on the occurrence of specified events Pennzoil-Quaker State’s exposure to credit losses in the
event of nonperformance by the other parties to these financial instruments is represented by the contractual
or notional amounts. Decisions to extend ﬁnanmal guarantees annd commitments and the amount of
remuneration and collateral required are based on management’s credit evaluation of the eounterpartles on a
case-by-case basis. The collateral held varies but may include accounts receivable, inventory, equipment, real
property, securities and personal assets. These commitments are expected to expire without being drawn upon.

"Together with Conoco, Pennzoil-Quaker State also maintains a separate agreement with Excel Paralubes
to provide support to Excel Paralubes in the event of a liquidity cash flow. deficit. Under this:agreement,
Pennzoil-Quaker State could be obligated to provide up to $30 million in support. In addition; Pennzoil-
Quaker State has agreed with Conoco, in the evént Excel Paralubes has not maintained adequate reserves to
make payments in respect of major maintenance expenses, to pay to Excel Paralubes an amount equal to one-
half of the maintenance reserve shortfall, which amount will not exceed the amount of the distributions from
Excel Paralubes to the Company measured from the date of the failure to maintain reserves. Pennzoil-Quaker
State provides under its existing corporate ‘insurance program protection for its interest in Excel Paralubes.
Pennzoil-Quaker State maintains both property and liability insurance with reputable and financially viable
third-party insurers. The Company is subject to a, retention of $5 million per occurrence for property losses and
$10 million per occurrence for liability losses. The Company would be requ1red to make capital contributions

- to cover the loss retentions. : - :
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" Following are the amounts related to Pennzoil-Quaker State’s financial guarantees and contractual
commitments to extend financial guarantees, credit and other assistance as.of December 31, 2001 and 2000.
Contract or

Notional Amounts
December 31

2001 . 2000
(Expressed in
‘ . ‘ thousands)

Financial guarantees — Excel Paralubes ........... ... .. . i ... $22.462 ' $ 21,264
Financial guarantees — Jiffy Lube................. ... i i i, R . 6819 33,318
Financial guarantees — surety bonds .. .................. e P 14,366 12,016
-Financial guarantees—other ......................... O 4,661 4,699

Commitments to exténd financial guarantees: ; . g ‘
Guarantees of letters of credit ............ ... ... . “ven. 34,540 48,572
Guarantees — Red River. . ...... ... ... ... i i, e 6,511 7,186
“Total oL N $89,359  $127,055

Amount of Commitment Expiration
Contract or Per Period

Nominal <1 Over
Amounts . Year 1-3 Years 4-5 Years 5 Years
Fmanmal guarantees — Excel Paralubes ..... P $22462 § — § — $ —  $22462
Financial guarantees — Jiffy Lube ......covvn... © 6,819 - - — 6,819
Financial guarantees — surety bonds............. 14,366 1,482 1,942 = 10,942
Financial _guarantees — other ......... e 4,661 925 1,850 1,850 36

Commitments to extend financial guarantees B

Guarantees of letters of credit .. ... .. e . 34,540 — — — 34,540
Guarantees — Red River ....... e 6,511 636 1,126 950 3,799

"“Total ............. IR $89,359°  $3,043  $4,918 $2,800  $78,598

Financial guarantees — Excel Paralubes. The Company’s investment in Excel Paralubes is recorded
using the equity method. Accordingly, the assets and liabilities, including debt, are not consolidated in the
Company’s balance sheet. Excel Paralubes debt outstanding on December 31, 2001 totalled $597.3 million.
This debt is non-recourse to the Company except for a debt service reserve of $22.5 million as of
December 31,2001, which could increase to as much as $28 million over the next seven years See Note 3 of
Notes to Consolidated Financial Statements for additional information.

Financial guarantees — Jiffy Lube. The financial guarantees include guarantees made on behalf of Jiffy
Lube franchisees primarily with respect to real estate lease payment guarantees.

Financial guarantees — Surety bonds. In the normal course of business, the Company has certain
performance obligations that are supported by surety bonds. The surety bonds guarantee that Pennzoil-Quaker
State or its subsidiaries will carry out contract obligations that the Company has agreed to perform, or will
compensate other parties to the contract for losses resulting from, Pennzoil-Quaker State’s failure to perform.
As of December 31, 2001, the Company maintained surety bonds in the aggregate amount of approximately
$14.4 million for performance obligations that have not otherwise been recorded in the Company’s balance -
sheet.

Guarantees of letters of credit. Substantially all the financial guarantees relating to letters of credit are
associated with a lube center receivable purchase and sale facility ($33.0 million at December 31, 2001) that
the Company maintains through PLCAC. Pennzoil-Quaker State issues letters of credit to the financial
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institution holding the lubricants customers’ notes receivable guaranteeing 15% of the total receivables sold to
the financial institution. For additional information on PLCAC, see Note 2 “— Receivables.”

Use of Derivatives —

In connection with the issuance of $150.0 million of twé-year fixed rate notes in 2000, Pennzoil-Quaker
State entered into a fixed to floating interest rate swap to maintain its mix of variable rate and fixed rate debt.
The Company designated the swap as a fair value hedge and changes in the fair value are recognized currently
in earnings. At December 31, 2001, $104.5 million of the swap remained outstanding and if terminated at that
date, the Company would have received $3.8 million from the swap counterparty. Under SFAS No. 133, the
swap is designated as a hedge of the changes in the fair value of the fixed-rate debt attributable to changes in
the market interest rates. Beginning January 1, 2001, the swap was recognized at its fair value as an asset in
the Company’s balance 'sheet and was marked to fair value through earnings. The interest-related changes in
the debt’s fair value are also recognized in earnings.

" In January 2002, the Company éntered into interest rate swaps relating to the $100.0 million of its 6.625%
Notes due 2005 to adjust the mix of variable rate and fixed rate debt. The swaps were demgnated as fair value
hedges and changes in the fair value W111 be recognized in earnings.

During the year ended December 31, 2001, the Company’s Canadian and French subsidiaries entered
into Canadian dollar and French franc foreign currency forward contracts to reduce the cash flow variability of
U.S. dollar purchases of inventory. The Company designated these forward contracts as cash flow hedges.
Under SFAS No. 133, gains and losses on the forward contracts are recorded in other comprehensive income
and then reclassified to earnings as the inventory is sold. As of December, 31, 2001, the Company had
unrealized gains of $0.1 million associated with outstandmg forward currency contracts. As of December 31,
2001, the Company had $6.3 million of foreign currency forward contracts utilized to minimize foreign
currency fluctuations.

Concentrations of Credit Risk —

Pennzoil-Quaker State extends credit to various companies in the lubricant, consumer products and fast
oil change operations industries in the normal course of business. Within these industries, certain concentra-
tions of credit risk exist.. These concentrations of credit risk may be similarly affected by changes in economic
or other conditions and may, accordingly, impact Pennzoil-Quaker State’s overall credit risk: However,
management believes that Pennzoil-Quaker State’s receivables are well diversified, thereby reducing potential
credit risk to Pennzoil-Quaker State, and that allowances for doubtful accounts are adequate to absorb
estimated losses as of December 31, 2001. Pennzoil-Quaker State’s policies concerning collateral require-
ments and the types of collateral obtained for on-balance-sheet financial instruments are the same as those
described above under “Financial Instruments With Off-Balance-Sheet Risk.”

As of December 31, 2001, receivables related to group concentration in the lubricants, consumer
products, international and Jiffy Lube segments were $94.4 million, $108.8 million, $86.5 million and
$30.8 million, respectively, compared with $128.9 million, $57.2 million, $91.4 million ‘and $34.2 million,
respectively, at December 31, 2000. The Company’s net accounts receivable sold under its receivables sales
facility totaled $110.0 million as of December 31,. 2001 and $149.1 million as of Dccember 31, 2000 ‘See
Note 2 for further information.
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(11) Fair Value of Financial Instruments —
Balance Sheet Financial Instruments —
The carrying amounts of Pennzoil-Quaker State’s short-term financial instruments, including cash

equivalents, other investments, trade accounts receivable, trade accounts payable and notes payable, approxi-
matc their fair values based on the short maturities of those instruments

The followmg table summarizes the canymg amounts and estimated fair values of Pennzonl Quaker
State’s other balance sheet ﬁnan01al instruments. .

December 31, 2001 December 31, 2000
Carrying " Estimated Carrying Estimated
Amount Fair Value Amount, Fair Value
) (Expressed in thousands) .
Notes receivable . . . ....... .. . .. $ 69,803 § 61322 $ s1,512 § 46,274
Debt.. ... e o 1,136,287 1,037,608 1,208,211 1,059,420

The following methods and assumptions were used to estimate the, fair value of each class of financial
instrument included above:

Notes Recezvable The estimated fair value of notes receivable is based on dlscountlng future cash
flows using estimated year-cnd interest rates at which similar loans have been made to borrowers with
similar credit ratings for the same remaining maturities.

Debt. The estimated fair value of long-térm debt is based on quoted market prices or, where such
prices are not available, on estimated year-end interest rates of debt with the same remaining average
maturities and credit quality. The Company carries $108.3 million in 9.40% Notes at fair value.

Off-Balance-Sheet Financial Instruments —

The estimated fair value of certain financial guarantees written and commitments to extend financial
guarantees was $8.9 million as of December 31,.2001 and $16.1 million as of December 31, 2000. The
estimated fair value of certain financial guarantees written and commitments to extend financial guarantees is
based on the current cost to Pennzoil-Quaker State to obtain third party letters of credit and surety bonds or,
in the case of certain lease guarantees related to Jiffy Lube franchisees, the present value of expected future
cash flows using a discount:rate commensurate with the risks involved. -

(12) Leases —°

As Lessee —

The Company leases various assets and office space with lease periods of one to 20 years. Additionally,
the Company leases sites and equipment which are subleased to franchisees or used in the operation of fast oil
change service centers operated by the Company. The typical lease penod for the service centers is 20 years
with escalation clauses generally increasing the lease payments by 9% every third year, with some leases
containing renewal options generally for periods of five years. These leases, excluding leases for land that are
classified as operating leases, are accounted for as capital leases and are capitalized using interest rates
appropriate at the inception of each lease.

Certain operating and capital lease payments are contingent upon such factors as the consumer price
index or the prime interest rate with any future changes reflected in income as accruable. The effects of these
changes are not considered material.
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“Total operating lease rental expenses for Pennzoil-Quaker State-were $84.5 million for 2001, $81.2 mil-
lion for 2000 and $79.8 million for 1999. Interest expense related to Pennzoil-Quaker State’s capital lease
obligations was $7.2 million for 2001, $7.8 million for 2000 and $9.0 million for 1999.

Future minimum commitments under noncancellable leasing arrangements as of December 31, 2001 are
as follows: '
: Amounts Payable
as Lessee

Capital Operating
Leases Leases

(Expressed in thousands)

.

Year Ending December 31: ‘
200 e e B12,846 $ 78,682

2003......... e 12,853 70,494
2004........... A 12,574 66,825
2005. . ... .l e e 11,859 61,525
2006.......... e o0 10,763 56,240
. Thereafter .. ... 30,815 - 273,716
Net minimum future lease payments ... ... e e e .. $91,710 $607,482
Less iNterest . .o oo e et e e 30,081 '
Present value of net minimum lease payments at D.ec¢mlaer'31,'"_2001 ... $61,629

Assets recorded under capital lease obligations of $31.5 million (net of accumulated depreciation of
$34.3 million) at December 31, 2001, are classified as property, plant and equipment in the accompanying
consolidated balance sheet. Assets recorded under capital lease obligations of $9.3 million (net of accumu-
lated depreciation of $4.7 million) at December 31, 2001, are:classified as.other assets in the accompanying
consolidated "balance ‘sheet. Assets recorded under capital-lease ~obligations - of $34.2 million (net of
“accumulated depreciation of $38.7 million) at December 31, 2000, are classified as property, plant and
© equipment in the accompanying consolidated balance sheet. Assets recorded under capital lease obligations of
$10.8 million (net of accumulated depreciation of $4.0 million) at December 31, 2000, are classified as other
assets in the accompanying consolidated balance sheet.

As Lessor — -

Pennzoil-Quaker State owns or leases numerous service center sites’ which are leased or subleased to
franchisees. Buildings owned or leased that meet the criteria for direct financing leases are carried at the gross
investment in the lease less unearned income. Unearned income is recognized in such a manner as to produce
a constant periodic rate of return on the net investment in the direct financing lease. Any buildings leased or
subleased that do not meet the criteria for a direct financing lease and any land leased or subleased are
accounted for as operating leases. The typical lease period is-20 years and some leases contain renewal options.
The franchisee is responsible for the payment of property taxes, insurance and maintenance costs related to
the leased property. The net investment in direct financing leases is classified as other assets in the
accompanying consolidated balance sheet.
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Future minimum lease payment receivables under noncancellable leasing arrangements as .of Decem-
ber 31, 2001 are as follows: : :

Amounts Receivable

as Lessor
Direct
Financing ~  Operating
Leases Leases

(Expressed in thousands)

Year Ending December 31:

2002 e e e e e $ 4,805 $ 35,984
2003 L e e 4763 33,616
2004 L e e 4,789 29,554
200 e e e 4,578 26,092
2006 ... A 4,307 22,545
Thereafter. ... oo e 15,688 93,538
Net minimum future lease payments . .........coviiruinrnnnnnnnn $38,930 $241,329
Less unearned income......... P 14,528

Net investment in direct financing leases at December 31, 2001 ....... $24,402

The carrying value of oW_ned property leased under operating leases or held for lease was $93.2 million (net of
accumulated depreciation of $26.9 million) at December 31, 2001 and $74.0 million (net of accumulated
depreciation of $24.8 million) at December 31, 2000.

(13) Segment Financial Information —

Information with respect to revenues, operating income and other data by operating segment is presented
in Item 1. Business and Item 2. Properties of this Annual Report on Form 10-K. The tabular presentation
below sets forth certain financial information regarding Pennzoil-Quaker State’s net sales by classes of similar
products and services and net sales and long-lived assets by geographic area for the years ended December 31,
2001, 2000, and 1999.

Year Ended December 31
2001 2000 1999
(Expressed in thousands)

Net sales by classes of similar products or services:

Lubricants...........cooivunnann. P $1,325,171  $1,473,454  $1,398,243
Consumer Products ........ ... ... i 395,967 383,317 300,443
Jiffy Lube .. ... e 340,823 331,899 423,413
Base Oils. ... ..o e 300,569 277,492 164,334
All Other Products. . ..................o..e. e 146,849 158,256 204,492
Intersegment Sales(1) ................. e e (233,225) (243,198)  (180,869)
Total ... .. $2,276,154  $2,381,220  $2,310,056
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Year Ended December 31
2001 2000 1999
(Expressed in thousands)

Geographic areas:

Net Sales
Domestic(2) .. vv i $2,057,400 - $2,165,415  $2,123,759
Foreign(2) ....... RO 218,754 215,805 186,297
Long-lived Assets '
DOmestiC . oot $1,688,785  $1,836,945  $1,819,793
FOTEIgN .ttt L 108,253 88,177 - 72,397

(1) Intersegment sales are priced at market. Intersegment sales are primarily from the supply chain investments segment to the
lubricants segment; from the lubricants segment to the Jiffy Lube segment and from the consumer products segment to the
international and lubricants segments.

(2) Export sales to foreign customers originating from domestic offices are shown in this table as domestic sales.

(14) ’ Discontinued Operations

In-January 2002, the Company entered into an agreement to pay $20.3 million to terminate a contract
that required the Company to continue to supply certain operations that had been discontinued and sold. This
charge, which represented an increase in the cost originally estimated to terminate this arrangement, was
recorded as a 2001 adjustment to the estimated loss on the disposition of discontinued operations. The
Company also increased its estimate of other accruals related to discontinued operations by $10.2 million
($16.8 million pretax) in 2001 and recorded the adjustment as additional estimated loss on disposition.

In 2001 and 2000, the Company sold‘the wax processing facilities and related assets at the Rouseville
refinery and its interest in the Bareco wax marketing partnership, its share of Penreco, a specialty industrial
products partnership with Conoco and its Shreveport refinery, thus completing the Company’s ¢xit from the
refining business. Accordingly, the net assets and results of operations of the Company’s refining assets and
specialty industrial products businesses have been combined and reported as discontinued operations in the
accompanying financial statements. During 2000, as a result of the Shreveport refinery disposition, the
Company fecorded a pretax charge of $131.3 million related to (a) $9.3 million in fixed asset impairments,
{b) $34.6 million in environmental costs, (c) $59.1 million for working capital writedowns, (d) $26.7 rmlhon
in contract buyouts, and (e) $1.6 mllhon in other disposal costs.

Included in discontinued operations for 1999 is a pretax charge of $445.9 million under SFAS No. 121 to
reflect the write-down of its Rouseville and Shreveport refineries. In connection with the above action, the
Company also accrued (a) $7.3 million in severance costs (b) $12.0 million in environmental costs for
cleanup and removal of tanks and equipment and (c) $14.8 million in other disposal costs.

Certain components of income (loss) from discontinued operations were as follows:
Year Ended December 31

2000 1999
- (Expressed in thousands)
Operating reVEnUES . ... ..ottt ttiie ittt i ie et it $787,242  § 660,751 -
Loss from operations before income taxes .......................... (85,397)  (496,627)
Income tax benefit .. ... .. ... ... . . i e (33,732)  (196,168)
Loss from operations, net of taxes........................ e - (51,665)  (300,459)
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The estimated. 10ss-'on the. disposition of the refinery and specialty industrial products businesses is
summarized below (expressed in thousands):

© 2001 - - 2000
Environmental COStS . . ...ttt e $ —  § 34,600
COntract BUYOULS ...t v vt ettt ettt e et e e . 20,350 26,661
SEVEIANCE COSES - o v vttt e e e e e I 3,280 6,800
Other . o e 13,506 (1,233)
Loss on disposition of drscontrnued operatrons ........................ 37,136 66,828
Income tax benefit...... ... ... .. e PRI (14,669)  (26,397)
Total estimated loss on disposal . ................coovinon... e .. 822467 % 40,431

(15) Major Customer

The Company had one major customer that accounted for approximatelyr 18% of total revenue during
2001. Major customers were considered to be those who account for more than: 10% of total revenue. The
revenue from the. ma)or customer is reported in-the lubrrcants and consumer products segrnent

(16) Guarantor Condensed Conso!idating Financial Statements

In November 2001, Pennzoil-Quaker State issued $250 million-of Senior Notes due in 2008. See Note 5
for further discussion of the notes and related guarantee. Certain of the Company’s direct and indirect wholly-
owned subsidiaries (the “Guarantors™) fully. and uncondrtronally guarantee the notes and the related credit
facrhty of Pennzoil-Quaker State and all guarantees are joint and several. ‘

The foll’OWing are condensed consolidating financial ‘statements which prese'nt‘ in separate columns:
Pennzoil-Quaker State Company carrying its investment in subsidiaries under the equity method (the
“Parent”); the subsidiary Guarantors.on a combined, or where ‘appropriate, consolidated basis, carrying its
investment in the subsidiary non- guarantors under the equity, method; and the remaining subsidiaries (the
“Non-Guarantors”) on a consolidated basis. Additional columns present eliminating adjustments and
consolidated totals as of December 31, 2001 and 2000 and for each of the three years in the penod ended
'December 31, 2001.. o : . .
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING STATEMENT OF OPERATIONS
AND COMPREHENSIVE INCOME
For the Year Ended December 31, 2001

Consolidated

Parent Only
Pennzoil- Pennzoil-
Quaker State ) Quaker State
Company : Guarantors . Non-Guarantors Eliminations Company
(Expressed in thousands)
REVENUES : :
Netsales ... o1 - $1,446,996  $639,675 $248,461 $ (58,978) .$2,276,154
Other income, net ............. (7,263) 5,554 43,935 (3,656) 38,570
Equity in earnings (losses) of
unconsolidated subsidiaries e 17,233 (25,000). — 7,167 —
' ' 1,456,966 620,229 . 292,396 (54,867) 2,314,724
COSTS AND EXPENSES . o
Costofsales .................. 1,037,785 439,987: 187,535 (58,978) 1,606,329
+Selling, general and administrative 298,829 143,290 50,758 (3,656) - . 489,221
Depreciation and amortization . .. 54,202 38,558 17,583 . . — 110,343
Taxes, other than income ....... 9,789 6,010 2,989 = 18,788
" Interest charges .......... e 75,979 1,509 8,591 — 92,079
INCOME (LOSS) FROM .
"CONTINUING OPERATIONS e . .
BEFORE INCOME TAX ...... (19,618) (15,125) 24,940 1,767 (2,036)
Income tax provision (benefit)..... (9,077) 3,005 14,577 = 8,505
INCOME (LOSS) FROM , E :
CONTINUING OPERATIONS (10,541) (18,130) 10,363 - . 7,167 (10,541)
~ DISCONTINUED OPERATIONS -
- Estimated loss on disposal, net of ' 4 . ' :
BAXES . v v — —_ _(22,467) —  (22,467)
INCOME (LOSS) BEFORE : ‘ ‘
EXTRAORDINARY ITEM . ... (10,541)  (18,130) (12,104) 7,767 1 (33,008)
Extraordinary item ............. (937)__.. — — — (937)
'NET INCOME (LOSS) ......... ©$ (11,478) $(18,130) .  $(12,104) $ 7,767 $ (33,945)
NET INCOME (LOSS) ....... . % (11,478) - $(18,130) $(12,104) $ 7,767 $§ (33,945)
Other comprehensive income (loss), ' IR
net of tax:
Foreign currency translation , T .
adjustment. ............ . : — 1,095 571 — + 1,666
Unrealized loss on investment in ‘ : :
- osecurities ... ........ ... SN - . — 27) —_ (27)
Excess pension liability .......... (643) — — — (643)
Total other comprehensive income. _ .
10SSY Lo (643) . 1,095 544 . — 996
COMPREHENSIVE INCOME : :
(LOSS) ..... PRI e 8 (12,121) 0 $(17,035) '. $(11,560) $ 7,767 § (32,949)
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING STATEMENT OF OPERATIONS
AND COMPREHENSIVE INCOME
For the Year Ended December 31, 2000

Parent Only . Consolidated
Pennzoil- Pennzoil-
Quaker State : Quaker State
- Company Guarantors  Non-Guarantors Eliminations Company
(Expressed in thousands)
REVENUES :
- Netsales.......... o $1,557.477  $626,512 $423,175 $(225,944) $2,381,220
" Other income, net ............. (1,284) 11,903 31,252 4,280 46,151
Equity in earnings (losses) of
unconsolidated subsidiaries . . . . 101,001 (11,590) —  (89411) —
1,657,194 626,825 454,427 (311,075) 2,427,371
COSTS AND EXPENSES . ‘
"Costofsales .................. 1,095,074 400,258 349,113 (225,944) 1,618,501

Selling, general and administrative 373,297 103,350 57,666 4,280 538,593

Depreciation and amortization . . . 48,734 36,862 10,474 — 96,070

Acquisition-related expenses . . ... 25,719 8,681 — — 34,400

Charges related to asset disposals 9,952 L — — L — 9,952

Taxes, other than income ....... 6,803 5,195 2,083 ' 14,081

. Interest charges ............... 77,291 8,221 9,383 94,895
INCOME (LOSS) FROM i ‘

CONTINUING OPERATIONS ) )

BEFORE INCOME TAX ...... 20,324 64,258 25,708 (89,411) 20,879
Income tax provision ............. 16,040 3 552 o 16,595
INCOME (LOSS) FROM : ' .

CONTINUING OPERATIONS 4,284 64,255 25,156 (89,411) 4,284
DISCONTINUED OPERATIONS : ‘

Loss from operations, net of taxes — —_ (51,665) — (51,665)

Estimated loss on disposal, net of

TAXES ™ v e — — (40,431) — (40,431)
NET INCOME (LOSS) ....... @, § 4284 $ 64,255 $(66,940) . $ (89,411) § (87,812)
NET INCOME (LOSS) ......... $ 4,284 -$ 64,255, $(66,940) $ (89,411) § (87,812)
Other comprehensive income (loss),

net of tax:

Foreign currency translation o

adjustment............:..... — (937) . 967 — 30

Unrealized loss on investment in :

securities .............. e —_ L — (185) —_ - (185)

Excess pension liability ......... (451) — — : — (451)

Total other comprehensive income ‘

(loss) ......... e (451) (937) 782 o — (606)
COMPREHENSIVE INCOME .

(LOSS) ... $ 3,833 § 63,318 $(66,158) $ (89,411) § (88,418)
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING STATEMENT OF OPERATIONS
AND COMPREHENSIVE INCOME
For the Year Ended December 31, 1999

Parent Only Consolidated

Pennzoil- - . Pennzoil-
Quaker State . Quaker State

Company Guarantors Non-Guarantors Eliminations Company

(Expressed in thousands)
REVENUES . ~
Netsales.. ...l iiiiiiiiiiiinn, $1,482,409 $663,073 $ 358,557 $(193,983) $2,310,056
Other income, net ........ S A (7,074) 5,303 27,693 (8,693) 17,229
Equity in earnings (losses) of unconsolidated _ , o ‘

subsidiaries .. ... ..o 56,587 2,926 — (59513) —

: 1,531,922 671,302 386,250 . (262,189) 2,327,285
COSTS AND EXPENSES

Costofsales........................ .o 1,017,239 448,158 272,618 (193,983)‘ 1,544,032
.Selling, general and administrative ......... 339,720 . 113,123 59,637 (8,693) 503,787
Depreciation and amortization .. ........... 45,951 42,917 11,594 - 100,462
Acquisition-related expenses............... 41,435 33,642 L — — 75,077
Charges related to asset disposals .......... 13,910 — = — 13,910
Taxes, other than income .............. - 5,234 5,705 1,958 — 12,897
Interest charges ............ [ Cee 94,060 8,709 (22,181) 80,588

INCOME (LOSS) FROM
CONTINUING OPERATIONS

BEFORE INCOME TAX ................ (25,627) 19,048 62,624 (59,513) (3,468)
Income tax provision (benefit)............... (14,369) 7,027 15,132 — 7,790
INCOME (LOSS) FROM | - S :

CONTINUING OPERATIONS .......... (11,258)° * 12,021 47,492 . (59,513) - (11,258)
DISCONTINUED OPERATIONS ‘ .

Loss from operations, net of taxes....... = — (300,459) — (300,459)
NET INCOME (LOSS) ...."..... ..., $ (11,258) $§ 12,021  $(252,967) $ (59,513) $ (311,717)
NET INCOME (LOSS) ..., $ (11,258) $ 12,021  $(252,967) $ (59;513) $ (31L,717)
Other comprehensive income ‘(loss), net of tax: ‘

Foreign currency translation adjustment . . ... 7,804 " (303) (329) L= 7,172

Unrealized loss on investment in securities . . — — (1,420) o — . (1,420)

Excess pension liability ................... (362) C— — — - (362)

Total other comprehensive income (loss) .. .. 7,442 (303) (1,749) o 5,390
COMPREHENSIVE INCOME (LOSS)..... $ (3816) $ 11,718  $(254,716) § (59,513) $ (306,327)
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING BALANCE SHEET
As of December 31, 2001

Parent Only ‘ Consolidated
Pennzoil- Pennzoil-
Quaker Quaker
State . ) Non- State
Company Guarantors Guarantors Eliminations Company

(Expressed in thousands)

ASSETS

Current assets ‘ Y N

Cash and cash equivalents. ........... - $ 77,481 § (3,837) § 12,768 $ — § 386412

Receivables ................ .. ... .... 8,400 90,835 170,280 . — 269,515

Accounts receivable afﬁhated .......... 2,880,055 691,811 36,233 (3,608,099) —

Inventories. ... ... .. i, - 100,334 74,055 © 25,252 — 199,641

Other current assets . .. ............... 12,987 14,143 4,162 35,486 66,778
Total current assets ........... S 3,079,257 867,007 248,695 (3,572,613)° 622,346
Property, plant and equipment, net ....... 183,156 226,774 29,051 — 438 981
Investment in consolidated subsidiaries .... 991,079 42,113 161,874 (1,195,066) -
"Investment in unconsolidated subsidiaries . . 2,578 — 3,071 - 5,649
Deferred income taxes .. ................" — — : — 266,805 266,805
Goodwill and other intangibles ........... 632,229 439,048 46,762 — 1,118,039
Other assets .o oot 201,579 43,018 (100) 4 — 244,497

TOTAL ASSETS .........c..ooo... $5,089,878 $1,617,960 § 489,353  $(4,500,874) $2,696,317

LIABILITIES AND SHAREHOLDERS’ EQUITY:

Current liabilities

Current maturities of long-term debt. ... § 108,505 § 516§ 24712 § — $ 133,733

Accounts payable .................... 108,129 44,973 12,923 (2,488) - 163,537

Accounts payable affiliated ............ 3,116,229 884,656 (419,611) (3,581,274) =

Payroll accrued . .............. R, 7,849 5,669 540 —_ 14,058

Other current liabilities .. ..:.......... 65,511 57,760 18,665 —_— 141,936
‘Total current liabilities.................. 3,406,223 993,574 (362,771)  (3,583,762) 453,264 -
Total 10ng -term debt, less current : )

maturities .. ... .. ... oo 996,604 5,757 - 193 - C— 1,002,554
Long-term debt affiliated............... B 8,000 (23,423) - 15,423 — —
Deferred income taxes .. ............... . (338,093) 8,771 27,031 302,291 —
Capital lease obligations ................ — 53,779 - - 1,550 o 55,329
Investment in unconsohdated sub51d1ar1es . — —_ 83,005 — 83,005
Other habilities’........................ 242,259 14,271 81,084 — 337,614
TOTAL LIABILITIES .. .3'| ............. 4,314,993 1,052,729 (154,485) (3,281,471) 1,931,766
COMMITMENTS AND '

CONTINGENCIES
SHAREHOLDERS’ EQUITY .......... 774,885 565,231 643,338 (1,219,403) 764,351
TOTAL LIABILITIES AND

SHAREHOLDERS’ EQUITY ........ $5,089,878 $1,617,960 §$ 489,353 $(4,500,874) $2,696,317
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING BALANCE SHEET
As of December 31, 2000

Parent Only Consolidated
Pennzoil- . Pennzoil-
Quaker State Quaker State
Company Guarantors  Non-Guarantors  Eliminations Company
(Expressed in thousands)
ASSETS

Current assets o ‘ .
Cash and cash equivalents ......... $ 18,777 $ 1,745 $ 17,741 $ — $§ 38,263
Receivables ............... I 61,413 107,395 146,902 - — 315,710
- Accounts receivable affiliated ... ... 2,912,913 468,182 11,906 (3,393,001) —
Inventories . ..................... 93,713 57,289 35,997 : — 186,999
Other current assets .............. 6,551 11,411 5,490 29,323 52,775
Total current assets...... P " 3,093,367 646,022 218,036 (3,363,678) 593,747
Property, plant and equipment, net.... = 194,162 249,657 32,315 — 476,134
Investment in consolidated subsidiaries 687,782 37,133 7,488  (732,403) S —

Investment in unconsolidated - ‘ ‘ S ‘

subsidiaries. .. .......... ... ... ... 2,097 — 2,992 — 5,089
‘Deferred income taxes .............. — — 282,198 282,198
* Goodwill and other intangibles ....... 631,857 449845 . 57, 711 — 1,139,413
Otherassets . ...................... 169,328 45,480 (7, 581) = 207,227
Net assets of discontinued operations . . — _— 97,259 — 97,259
TOTAL ASSETS.................. $4,778,593 $1,428,137 $408,220 $(3,813,883) $2,801,067

LIABILITIES AND SHAREHOLDERS® EQUITY
Current 11ab111tles . ol :
Current maturities of long-term debt $ 150 § 268, $ 13,368 $. ... — $§ 13,786

Accounts payable ...... e . 85,193 70,939 7,681 +2,243 166,056

Accounts payable aﬁ"lhated ........ 2,706,759 669,273 . (25,564) (3,350,468). - —

Payroll accrued .......... ... ... 8,143 5,837 3,235 C— 17,215

Other current 11ab1lmes ........... 44811 54,566 22,138 .. — . 121,515
Total current hablhtles .............. 2,845,056 800,883 120,858 (3,348,225) 318,572
Total long-term debt, less current ‘ ' ‘ )

MAUMItIES . ..ot 1,150,582 - 4,281 39,563 — 1,194,426
Long-term debt affiliated-............ 8,000 (14,455) 6,455 : — —
Deferred income taxes ......... ceeot 297,469) (24,254) 10,202 311,521 C—
Capital lease obligations. . ... e ' C— 60,101 1,760 — 61,861
Investment in unconsolidated ‘

subsidiaries............ PO, — — 71,582 — 71,582
Other liabilities .................... 239,370 14,905 79,372 — 333,647
TOTAL LIABILITIES ............. 3,945,539 841,461 229,792 (3,036,704) 1,980,088
COMMITMENTS AND :

CONTINGENCIES
SHAREHOLDERS’ EQUITY ...... 833,054 586,676 178,428 (777,179) 820,979
TOTAL LIABILITIES AND :

SHAREHOLDERS’ EQUITY .... $4,778,593 §1,428,137 $408,220  $(3,813,883) $2,801,067
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Notes to Consolidated Financial Statements (Continued)

PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING STATEMENT OF CASH FLOWS
For the Year Ended December 31, 2001

Parent Only Cohsolidated
Pennzoil- Pennzoil-
Quaker State : Quaker State

Company Guarantors Non-Guarantors  Eliminations Company
(Expressed in thousands)

CASH FLOWS FROM OPERATING

ACTIVITIES
Net cash provided by (used in) -
operating activities ............... $154,490 § (2,664) $(62,503) $— $ 89,323
CASH FLOWS FROM INVESTING
ACTIVITIES <
Capital expenditures. ............... (31,452) (13,018) (7,396) — (51,866)
Acquisitions, net of cash acquired . ... — — (800) — (800)
Proceeds from sales of assets ........ 6,373 9,748 1,249 —_ 17,370
Other investing activities .. .......... 9,579 4,117 (3,443) = 10,253
Net cash provided by (used in) »
investing activities ............. (15,500) 847 (10,390) = (25,043)
CASH FLOWS FROM FINANCING
ACTIVITIES
Net proceeds from (repayments of)
debt ... ... (46,684) (3,765) (28,314) — (78,763)
Dividends paid .................... (33,602) — — — (33,602)
Net cash used in financing activities (80,286) (3,765) (28,314) . (112,365)
CASH PROVIDED BY
DISCONTINUED OPERATIONS .. - . = 96,234 — 96,234
NET INCREASE (DECREASE) IN co '
CASH AND CASH
EQUIVALENTS........ e 58,704 (5,582) (4,973) - 48,149
CASH AND CASH EQUIVALENTS, :
beginning of period................. 18,777 1,745 17,741 = 38,263
CASH AND CASH EQUIVALENTS, ’
end of period...................... $ 77,481 § (3,837) §$ 12,768 $— $ 86,412
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING STATEMENT OF CASH FLOWS
For the Year Ended December 31, 2000

CASH FLOWS FROM OPERATING
ACTIVITIES
Net cash provided by (used in)
operating activities ...............
CASH FLLOWS FROM INVESTING
ACTIVITIES
Capital expenditures......... P
Acquisitions, net of cash acquired . ...
Proceeds from sales of assets ........
Other investing activities ............

Net cash used in investing activities

CASH FLOWS FROM FINANCING

ACTIVITIES
Net proceeds from (repayments of)
debt ... ... .

Net cash provided by (used in)

financing activities .............
CASH USED IN DISCONTINUED

OPERATIONS ........ S

NET INCREASE IN CASH AND
CASH EQUIVALENTS ...........
CASH AND CASH EQUIVALENTS,
beginning of period.................

CASH AND CASH EQUIVALENTS,
endofperiod. .....................

Parent Only

Consolidated

Pennzoil- Pennzoil-
Quaker State Quaker State
Company . Guarantors Non-Guarantors Eliminations Company
(Expressed in thousands)
$(65,573) ' $ 80,872 § 93,029 $ —  $108,328

(43,719)  (26,771) (8,001) —  (78,491)

—  (59664)  (17,237) —  (76,901)
35,780 9,472 4,172 — 49,424
3,360 2,580 4,228 — 10,168
(4,579) (74,383) (16,338) — (55,300)
143,980 (6,190) 22,462 — 160,252
(58,813) — — —  (58,813)
85,167 (6,190) 22,462 — . 101,439
— _ (95,859) — (95,859)
15,015 299 . 2,794 — (18,108
3,762 1,446 " 14,947 — 20,155

$ 18777 $ 1745  § 17,741
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

CONDENSED CONSOLIDATING STATEMENT OF CASH FLOWS
For the Year Ended December 31, 1999

Parent Only Consolidated
Pennzoil- - Pennzoil-
Quaker State Quaker State

Company  Guarantors Non-Guarantors Eliminations  Company
(Expressed in thousands)

CASH FLOWS FROM OPERATING

ACTIVITIES
Net cash provided by (used in) operating i
activities . ............. . ..o $70976  $(32,725) §(12,212) § —  $ 26,039
CASH FLOWS FROM INVESTING A : ) ' - C
ACTIVITIES : n o
Capital expenditures ........ P (38,975) (22,898) (8,731) — (70,604)
Proceeds from sales of assets................. 29,381 67,089 - . 9,271 - 105,741
Other investing activities ............... BN 713 (3,758) (6,833) — {9,878)
Net cash provided by (used in) investing ‘ ‘ o
activities”. . ... .o el (8,881) 40,433 (6,293) — 25,259
CASH FLOWS FROM FINANCING ' R '
ACTIVITIES IR : C
Net proceeds from (repayments of) debt ...... (2,839) (5,167) 2,717 — (5,289)
Payment of intercompany indebtedness to former .
CPATENE L (7,324) — — — (7,324)
Dividends paid............... ... (58,375) — — — . (58,375)
Net cash provided by (used in) financing : :
‘gctivities e e (68,538)  (5,167) = 2,717 — (70,988)
CASH PROVIDED BY DISCONTINUED ‘ D
COPERATIONS.. ... — — 24,946 — 24,946
NET INCREASE (DECREASE) IN CASH : :
AND CASH EQUIVALENTS .............. (6,443) 2,541 - 9,158 T — 5,256
CASH AND CASH EQUIVALENTS, beginning . . o
ofperiod....... .. . 10,205 (1,095) .. 5,789 e 14,899
CASH AND CASH EQUIVALENTS, end of . '
period .. ... $ 3762 § 1446 $ 14947 § — $ 20,155
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PENNZOIL-QUAKER STATE COMPANY AND SUBSIDIARIES

) Supplemental Financial Information — Unaudited

Quarterly Results Restated —

2001

First Quarter
Second Quarter
Third Quarter
Fourth Quarter

2000

First Quarter
Second Quarter......................
Third Quarter
Fourth Quarter

2001

First Quarter............ .. ..oooviun.

Second Quarter
“Third Quarter .-
Fourth Quarter

2000

First Quarter................. ...,

Second Quarter
Third Quarter
Fourth Quarter

Income
(Loss)From
Operating Income (Loss) Discontinued :
Income From From Operations, Net
Continuing Continuing Net of Extraordinary  Income
Revenues  Operations(1) Operations Income Tax Items (Loss)
(Expressed in thousands except per share amounts)

§ 568,190 $ 54,213 $ 8,290 $ — $ — $ . 8,290
603,344 28,316 (2,883) (2,465) — (5,348)
595,822 . 63,765 4,063 (3,782) — 281
547,368 6,012 (20,011) (16,220) (937) (37,168)

$2,314,724 $152,306 $(10,541) $(22,467) $(937) . $ (33,945).

$ 584,982 $ 58,375 $ (1,531) $ (6,634), $ — $  (8,165)
639,845 79,565 19,063 (2,637) — . 16,426
616,973 69,241 7,005 (1,457) — 5,548
585,571 16,923 (20,253) (81,368) — (101,621)

$2,427,371 $224,104 $ 4284 $(92,096) $ — $ (87,812)

Basic Earnings (Loss) Per Share(2)

Continuing  Discontinued  Extraordinary  Net Income
Operations Operations Items (Loss)
....................... $ 0.11 $ — 5 — $0.11
....................... (0.04) (0.03) — (0.07)
....................... 0.05 (0.05) — —
....................... _(0.25) 0.21) (0.01) (0.47)
$(0.13) $(0.29) $(0.01) $(0.43)
....................... $(0.02) $(0.08) $§ — $(0.10)
....................... 0.24 (0.03) — 0.21
....................... 0.09 0.02) — 0.07
....................... _(0.26) (1.03) — (1.29)
$ 0.05 $(1.17) $§ — $(1.12)
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2001

First QU T . o ottt e e e
Second QUAITEr ... .o e
Third QUarter . ... oot e e e
Fourth Quarter ................ e s L .

2000 . .

First Quarter........ e e PN
Second QUAarter .............. e
Third QUarter . ... e e
Fourth Quarter .............................. T

Diluted Earnings (Loss) Per Share(2)

Continuing  Discontinued  Extraordinary = Net Income

‘Operations Operations Items (Loss)
$ 0.10 $ — $ — $ 0.10
(0.04) (0.03) — (0.07)
0.05 (0.05) — —

. (0.25) - (0.21) (0.01) (0.47)
$(0.13) $(0.29) $(0.01) $(0.43)
$(0.02) $(0.08) $§ — $(0.10)
0.24 (0.03) — 0.21
0.09 (0.02) — . 0.07
(0.26) (1.03) — (1.29)

$ 0.05 - . $(1.17) $ — $(1.12)

" (1) Operating income from continuing operations is_defined as operating segment earnings before corporate administrative expense,

interest expense and income tax expense.

(2) The sum of per share aniounts for the quarters does not necessarily equal that for the year because the computations are made

independently.

F-46




e e ——

wunrm‘in_-mnﬂmmmmmﬂ'ﬂ_

uaker state Lompanys |

bl O by ciubno 713154 ":.‘91.’

SFeReEState-LOMpally common SLOck. 10 receive | ....m..-ﬁiﬁf

;otee SVSTEM 10 S1gN Up Jor Thus setvice, | STocK




1nnnnnnm

PENNZOIL-QUAKER STATE

COMPANY

P.0. BOX 2967 » HOUSTON, TX = 77252-2967




